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MONETARY POLICY: A SYMPOSIUM 


EDITORIAL NOTE 


Apart from a brief rise and fall in the opening months of the Second World 
War, Bank rate had remained at 2 per cent for nearly twenty years until the 
last six months, when it has been raised in two stages to 4 per cent. The new 
monetary policy, or, as some might prefer to call it, the return to a traditional 
monetary policy, has already aroused widespread controversy. In this issue of 
THE BULLETIN we have invited a number of economists to contribute short notes 
on recent developments. 

The reader may wish to know how this Symposium was prepared. H. G. 
Fohnson and C. M. Kennedy were invited to write first two articles which would 
describe the background of the new monetary policy and raise the most important 
issues of technique and of policy involved. These two articles were then sent to the 
remaining contributors, who had been invited to write short notes, commenting 
on the opening articles, and making any other points which they thought would be 
of interest in the current discussion. While these contributors, therefore, all 
had before them the two opening articles, they did not see one another’s con- 
tributions. The concluding note, however, was written after all the contributions 


had been received. THE Epitor. 


THE NEW MONETARY POLICY AND THE 
PROBLEM OF CREDIT CONTROL 


The new monetary policy, with which this symposium is concerned, may 
be approached from two alternative points of view. On the one hand, it may 
be examined on its merits as a technical exercise in controlling the volume of 
bank credit; on the other, it may be discussed with reference to the more 
general problem of the role and importance of interest rates as instruments of 
economic control. I propose to discuss the policy primarily from the former 
point of view, leaving the more general issues to Mr. Kennedy; but the 
narrower question naturally involves matters relevant to the wider one. 

From this narrower point of view of credit control, the problem facing the 
monetary authorities last autumn was to check or reverse the rapid expansion 
of bank advances which had been going on for several years and which, 
against the background of the rearmament programme and the deteriorating 
balance-of-payments position, was a significant source of inflationary pres- 
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sure.! Ostensibly this expansion of advances was under the control of the 
authorities, through the ‘ requests ’ addressed by the Chancellor through the 
Bank of England to the banks to govern their advances in accordance with 
the Chancellor’s directives to the Capital Issues Committee—requests which 
could have been made effective by use of the almost unlimited powers of 
control over the banks conferred by the Bank of England Act of 1946. In 
practice, however, this control was evidently ineffective.? 

The ability and readiness of the banks to meet the expanding demand for 
advances was greatly facilitated by two characteristics of the contemporary 
monetary situation. The first was that, as a result largely of the war-time 
combination of cheap money policy and deficit finance, the banks held a 
much larger proportion of short-term low-yielding liquid assets (chiefly 
Treasury Bills) and a much smaller proportion of advances than they had 
been accustomed to in the interwar years. The second was that, in order to 
keep down the cost of the floating debt, the Bank of England stood ready, 
through its ‘ special buyer ’, to purchase Treasury Bills at the pegged rate of 
4 per cent. The banks were thus able to meet any increase in the demand for 
advances by selling or running off Treasury Bills, without running any risk of 
capital loss on the bills and with an interest gain ranging up to four per cent. 
This they were under a strong compulsion to do, owing to the excessive 
liquidity and low average yield of their assets, the pressure of rising costs, 
and the strain to which their inner reserves had been subjected by the falling 
gilt-edged prices of the preceding two years. 

The problem of the authorities was to check the expansion of advances 
fostered by these factors and apparently unchecked by the official ‘ requests ’ 
to the banks to exercise restraint in their lending. ‘he measures adopted for 
this purpose were three-fold. First, the ‘ orthodox’ methods of central 
bank control—Bank rate and open market operations—were revived, and 
used to raise and restore flexibility to money and discount rates. For the 
first four months the rise in rates was kept to extremely modest proportions 
(slightly under } per cent on Treasury Bills), with the evident object of 
minimizing the effect of the new policy in increasing the cost of the floating 
debt; but on March rith (Budget Day) Bank rate was raised by 14 per cent 
and market rates rose accordingly. Second, a substantial part of the floating 


' This implies, of course, the existence of a substantial inflationary potential demand 
which could be financed by obtaining bank advances but not by selling or issuing securities ; 
otherwise the problem would be that of controlling the overall volume of bank credit, 
irrespective of its distribution between different types of banking assets. The new monetary 
policy may be interpreted as aiming at control of either the volume of bank credit or the 
volume of advances, but the emphasis has clearly been on the latter rather than the former 
—an emphasis which some contributors to the symposium may wish to question, but which 
is accepted here as providing the more convenient point of departure for an analysis of the 
new policy. 

* The attempt has occasionally been made (cf. for example E. J. N. Warburton, ‘ Bank 
Lending Under Directives ’, paper presented to the International Credit Conference, Rome 
1951) to prove the effectiveness of the control by reference to the sharp drop in the propor- 
tion of ‘ personal and professional advances ’ to total advances since 1946. This test is not 
worth much, since there is no reason to expect such advances to maintain their share in a 
rapidly rising total. Moreover, deflation of the figures by the Interim Index of Retail Prices 
suggests that the ‘real value ’ of these loans increased substantially between 1947 and 1951. 
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debt was funded into short-term securities, thereby reducing the balance- 
sheet liquidity of the banks towards the pre-war conventional minimum of 
30 per cent. ‘hese two measures have been generally lumped together as 
constituting the ‘new’ part of the new monetary policy or ‘ the return to 
monetary orthodoxy ’, although, as will be argued later, their effects and 
implications have been rather different. Third (and somewhat later), there 
was a severe tightening and extension of the methods of qualitative control 
over bank advances which had previously proved ineffective. 

In dealing with the detailed development of the new monetary policy, 
it is convenient to distinguish two phases, corresponding to the periods 
before and since the Budget. From a technical point of view, the early 
period differed from the later in preserving the previously-existent wide gap 
between money market rates, particularly the Treasury Bill rate, and the 
level of rates charged by banks for advances—a gap which was appreciably 
narrowed after the March 11th increase of Bank rate. More generally, the 
two phases correspond to a change in the Chancellor’s views on the potenti- 
alities of the Bank rate as an instrument of economic control. Broadly 
speaking, the first (modest) increase in Bank rate reflected the view that 
credit policy is a useful but strictly limited instrument, and the intention to 
use it at the minimum possible cost in terms of the Treasury Bill rate; while 
the second (and substantial) increase reflects a firm conviction of the power 
of credit policy and the intention to use it both as the chief instrument of 
internal control and as a symbol for commanding foreign confidence. 

The new monetary policy was announced by the Chancellor in the 
House of Commons on November 7th. In introducing it, Mr. Butler stated 
that the direct measures he was taking to deal with the economic crisis would 
not be effective unless the financial climate of the economy was right, 
and he stressed the need for ‘ additional measures in the monetary field to 
combat inflationary tendencies by action designed to make possible more 
direct influence on the volume of credit’. In commenting on the modesty 
of these measures, he explained that ‘ a departure from the present arrange- 
ments . . . does not call for any dramatic process. What it does call for is a 
clear change of emphasis, and that is what we are providing’ ; and in assessing 
the effects to be expected from the measures, he stated : 


‘I do not believe that in present circumstances monetary policy by 
itself will have decisive results, but I am sure that direct influence over 
the volume of credit can do much to support other measures to combat 
inflation. In view of the grave situation which I have disclosed we 
cannot afford to neglect any measures which can contribute in this 


direction.’ 


These statements, coupled with the apparent modesty of the measures 
themselves, seemed to cast monetary policy for a relatively minor and sub- 
sidiary role in the Chancellor’s programme for dealing with the economic 
crisis—a role which has been greatly enlarged by the Budget. 
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The new monetary policy had, as already mentioned, two facets." The 
first was the ending of the Treasury Bill peg and the restoration of initiative 
in the market to the Bank of England’s ‘ special buyer’. At the same time 
the Bank rate (the rate at which the Bank of England rediscounts approved 
bills with not less than 15 days to run) was raised to 2} per cent from the 
2 per cent at which it had stood since 1932 (except for two months in 1939)- 
This change in Bank rate, however, was purely symbolic, for two reasons. 
In the first place, simultaneously with the increase in Bank rate two new rates 
were introduced for seven-day loans to the discount market?—-2} per cent 
for loans on the security of commercial bills and bonds, and 2 per cent on the 
security of Treasury Bills—and so long as these were in force the effective 
official rate for market borrowing from the Bank of England would be the 
lowest of them, i.e. 2 per cent. Secondly, the immediate regulator of the 
level of market rates would be neither the Bank rate nor the loan rate, but 
the rate at which, and the extent to which,? the special buyer would be 
prepared to operate in the market. 

The initial result of the ending of the peg was a rise in market rates of 
between } and 3 per cent, the Treasury Bill tender rate rising from 4 per cent 
to } percent. This level of rates was apparently sanctioned by the authorities, 
as indicated by the fact that the clearing banks responded to the Chancellor’s 
announcement by raising their lending and buying rates on Treasury Bills 
from 4 to } per cent;? and the market in general seemed to expect the con- 
tinuance of the previous fixed pattern of short rates at a higher level. The 
official intention, however, was to restore rate flexibility as well as to raise 
rates, an intention which was gradually made clear by judicious operations 
of the special buyer which drove the market into the Bank for marginal 
amounts and led the banks to abandon the practice of agreeing discount 
-rates (though they still maintain uniform and fixed minimum call money 
rates). By these means the Treasury Bill rate was gradually raised to a level 
fluctuating about 1 per cent, where it stayed until Budget Day. The limited 
extent of this rise conformed to the modest terms in which the Chancellor 
had announced the change in policy, and indicated the extent to which the 
return to orthodox measures continued, during this phase of the policy, to 
be constrained by the requirements of Treasury finance. To the extent that 
orthodox measures played a part in the restriction of bank advances during 
this period (a matter on which some doubt will be cast below) it was also a 
tribute to the skill with which those measures were applied. 

vag Wee on ut 
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on securities of comparable maturity ; these rates have been adjusted since, to keep them 
in line. The effect of this change has, however, largely been offset by increases in the housing 
subsidies. 

* Traditionally such loans, which are the preferred method of market borrowing from 
the Bank owing to their shorter duration, were charged at 4 per cent above Bank rate 

* The clearing banks also raised their maximum rate on deposit accounts to 2 per 
cent ; but, unlike the Scottish banks, they did not raise their rates on advances at that time. 


“In practice, the special buyer dealt at market prices but limi : 
intervention. P ut limited the extent of his 
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The return to flexible discount rates had the incidental effect of reducing 
the technical advantages of two of the Treasury’s borrowing devices—the 
Treasury Deposit Receipt system and the wartime arrangement by which 
certain foreign banks were permitted to subscribe for Treasury Bills through 
the tap. For this reason (and probably also on principle), the freeing of the 
Treasury Bill rate was followed by the discontinuance of these devices. The 
outstanding Treasury Deposit Receipts were not replaced as they matured, 
with the result that by the end of February the last of them disappeared. 
The arrangement with the foreign banks was terminated early in February; 
but the Chancellor has made it clear that the Treasury Deposit Receipt 
system has merely been suspended, not terminated. 

The second facet of the new monetary policy was the funding of a 
substantial part of the floating debt through the offer of £1000 millions of 
Treasury Funding stock, bearing interest at 13 per cent, in three maturities 
(November 14th, 1952, 1953 and 1954) of which the two shorter were issued 
at 1003 and the longest at par. These issues could be subscribed only in 
British Treasury Bills (including tap bills) with not more than sixty days to 
run and in amounts not less than £5000, the bills being accepted at the 
previous } per cent rate. The terms of the offer showed that it was aimed at 
the banks, which obliged by converting some £500 million of their holdings 
into Funding Stock.? The effect of the funding was to reduce the aggregate 
liquidity ratio (cash, money at call and short notice, and bills, as a percentage 
of gross deposits) of the clearing banks from 39 per cent in the October 
to 32 per cent in the November Clearing House return, some banks showing 
ratios below 31 per cent (see Table 1). 

The reduction of bank liquidity to near the conventional minimum was by 
far the more powerful and effective part of the new monetary policy in this 
period. The reason is not hard to find. So long as the use of orthodox 
methods was, by consideration for the Treasury’s interest-burden, to be 
confined to bringing about a slightly higher and more flexible pattern of 
money-market rates, these methods could not hope to have much effect (in 
the longer run) in preventing the banks from exchanging Treasury Bills for 
advances, whatever their effect in titillating the discount market.! While the 

1 The banks do not tender for Treasury Bills, but instead purchase them from the dis- 
count market after some part of their life has elapsed; consequently the banks hold the 

d the market the longer, maturities. Peer kh 
Bos tile seinatainoe of the banks to exchange their bill holdings for higher-yielding invest- 
ments earlier is something of a puzzle; it suggests either that the banks were offered the 
Funding Stock in consolation for the government’s not allowing them an expansion of 
advances for which they had been conserving their liquidity, or that some official pressure 
was necessary to get them to subscribe. The latter seems by far the more likely. 

3 The unpegging and raising of the long-term rate in the United States earlier in the year 
had a much more powerful effect in inhibiting bank sales of government securities to finance 
new lending, for a purely technical reason. To encourage the holding of government 
securities as investments rather than as a speculation, American banks have been allowed 
since 1938 to carry government securities on their books at par or cost less amortization of 
premiums; but they must also show losses on sales of such securities separately in their 
accounts, which they are reluctant to do. Consequently the fall in sécurity prices resulting 


i f the long rate had the effect of tending to freeze these securities into 
ST ake a a [Footnote continued on p. 123 
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new flexibility of rates created the risk of slight short-run capital losses in 
disposing of bills, the new level of rates was still substantially below the rates 
that could be earned on advances—particularly as the margin between the 
two was more or less restored by the officially-stimulated increases in 
advances rates discussed below. On the other hand, if some means could be 
found of making the banks reluctant to dispose of bills, irrespective of the 
level of rates, this would have a much more powerful effect in restraining the 
expansion of advances, because then the banks could only expand advances 
by selling off investments—a choice which would involve not only a much 
higher interest-cost (and, under the contemporary circumstances, a capital 
loss) but also a cost which would increase the more the banks chose to incur 
it—since it would give rise to a downward pressure on gilt-edged prices, 
which the authorities had long since ceased to support. Moreover, to the extent 
that such a device worked, it would be unnecessary to force up short-term 
rates—a point whose implications are developed below. 

Considerations such as these led in the United States some years ago to 
the Federal Reserve System’s proposals for a secondary reserve requirement 
in short-term government securities. In this country, the Funding Stock 
provided the means of freezing the banks into bills and relieving the need for 
a substantial rise in bill rates. Its success depended, however, on the re-crea- 
tion of a firm conventional 30 per cent minimum liquidity ratio; and the 
desuetude into which that convention had fallen during the post-1939 glut of 
liquidity probably accounts for the slowness of the financial world’s realiza- 
tion of what the Funding issue was designed to accomplish. There has, 
indeed, always been some doubt about the firmness with which the convention 
held in the prewar period;! and one financial journalist, whose didactic 
efforts have done much to re-establish thirty per cent theory since the 
Funding, has had to go back to the 1920’s to prove the traditional nature of 
the principle.? There is also room for legitimate argument as to the rationality 
of the application of the convention to present conditions. Scepticism on 
both these scores, however, has so far proved rather irrelevant, for the banks’ 
behaviour since the Funding indicates that they have, temporarily at least, 
responded to the call of tradition. But it is significant that the strength 
of the control over bank credit achieved by the Funding has derived from the 
re-creation of a ‘ traditional’ banking convention, not from the restoration 
of orthodox monetary weapons. 


the banks’ portfolios, since the desire (and legal ability) not to show a capital loss out- 
weighed the lure of the higher yields still obtainable by converting securities into loans. In 
this country banks carry their securities at or below market prices and are exempted from 
showing their capital losses, so that this technical factor does not operate. In any case, the 
unpegging of the Treasury Bill rate could not bring it into play for any appreciable period, 
since the capital losses on bills would work themselves out in at most three months. See the 
Annual Report of the Federal Deposit Insurance Corporation for the Year Ending December 
31st, 1938, pp. 64-8 ; also T. eg et Note on Federal Reserve Policy ’, this BULLETIN, 
ber—December, 1951, pp. 373-8. 4 } 

NCE. F. W. Paish, ‘ British Floating Debt Policy ’, (Economica, August 1940, reprinted 
in The Post-War Financial Problem and Other Essays (London, 1950), pp. 220-47, especially 
pp. 234-5; also W. Manning Dacey, The British Banking Mechanism, pp. 98-100. 

2W. T. C. King, ‘ Bank Liquidity and the Markets’, The Banker, January 1952, pp. 
7-19 and especially pp. 13-16. 
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The pressure on the banks’ liquidity ratios resulting from the Funding led 
to some bank selling of gilt-edged in December and January in order to 
re-build liquidity; this selling, and the fear of it, contributed to the extreme 
uncertainty and rise in rates in the gilt-edged and new issues markets which 
was one of the more questionable (and possibly more unexpected) results of 
the introduction of the new monetary policy. The pressure on bank liquidity 
was, however, maintained by use of the seasonal surplus of Exchequer 
receipts for the repayment of Treasury Bills, with the result that the banks’ 
liquidity ratio was lower in February than it had been in November, 
immediately after the Funding. , 

To summarize, the first phase of the new monetary policy had two 
aspects, the freeing and gentle raising of money-market rates through the 
abandonment of the Treasury Bill peg, and the re-introduction of the thirty 
per cent liquidity rule through the Funding; of these, the latter was by far 
the more important, since it made bank advances dependent on gilt-edged 
rates. There was a further aspect, so far not mentioned, whose significance 
is difficult to assess—namely the psychological effect of a rise in Bank rate 
on the bankers’ willingness to lend and (possibly) on the borrowers’ desire to 
borrow. This effect was buttressed and overlaid by the effects of the third 
type of measure taken to restrain bank advances, the intensification and 
extension of direct controls. 

The first of these measures took the form of an official, though private, 
intimation to the banks to tighten up their advances policy, which resulted 
in the publication in The Times on November 30th, of a letter from the 
Chairman and Deputy Chairman of the Committee of London Clearing 
Bankers, the object of which was 


“to sound a note of warning and to enlist the co-operation of the whole 
community. First, we must warn every trader and every individual 
borrower that requests for advances will be more and more critically 
examined and that bank borrowing will tend to become more expensive. 
Secondly, we would urge the whole community to assist the bankers in 
this task by themselves examining most carefully the purposes for which 
further credit is required and refraining from asking for any advance 
which is not for essential purposes.’ 


The reference to increasing expensiveness of bank borrowing reflected 
official pressure on the banks to raise advances rates towards the level of 
4% per cent for business and 5 per cent for private borrowers—an increase of 
about } per cent on the average. 

A second, and more far-reaching, measure of direct control was associated 
with the issue of fresh instructions to the Capital Issues Committee early in 
December; in addition to a general stiffening of the terms of the instructions, 
two of the Chancellor’s directives had the specific effect of tightening control 
over bank advances. The first related to applications for advances normally 
referred to the Committee, and instructed the Committee not only to apply 
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the stricter tests to these, but also ‘ to consider what stipulations they should 
make about the period of such borrowing and ultimate arrangements for 
repayment or for the provision of permanent finance ’—in other words, to 
supervise the terms on which banks make such advances. The second 
related to applications for permission to make long-term issues to repay bank 
advances, and stated that ‘ the fact that the money has already been borrowed 
should not weigh with the Committee, who should concern themselves 
mainly with the eligibility of the purposes which have been financed by the 
advances or will in due course be made possible through the refunding 
operation ’—thereby ensuring that bankers granting such advances would 
have to be more careful if they were to avoid frozen credits. A third stiffening 
of the control over bank advances came in the ‘ request ’ to the banks which 
accompanied the new directives—‘ that notwithstanding the statutory exemp- 
tion of borrowings made in the ordinary course of business, bank advances 
should not in general be made for capital expenditure.’ These three changes 
together spelled not only a stiffening but also a further centralization of 
direct controls over bank advances. 

The Chancellor’s letter to the banks also contained the usual request to 
limit the granting of credit to finance hire-purchase; this request was later 
supplemented by the issue of a Board of Trade order, effective February tst, 
fixing minimum deposits (25 per cent on bicycles, 334 per cent on other 
goods covered) and maximum repayment periods (one year for bicycles, 
eighteen months for other goods) on a wide range of goods, particularly 
metal.and engineering products, to limit the demand for such goods. The 
issue of this order, which is a counterpart of the Federal Reserve System’s 
“Regulation W’, marked another step in the tightening of direct credit 
control. 

The effects of the first phase of the new monetary policy in producing a 
contractionary pressure on the volume of bank advances were therefore 
strongly reinforced by the application: of considerably more stringent 
measures of direct control. Together, the two sets of measures undoubtedly 
produced a significant reversal of attitude on the part of the banks towards the 
granting of advances, a reversal which can be traced in the statistics. The 
advances of the London Clearing Banks were roughly constant between 
November and February, although there is normally a seasonal increase in 
this period. The British Bankers’ Association’s Quarterly Classification of 
Advances—which is a better indicator since it includes all British banks, but 
excludes advances made abroad and items in transit—shows an increase in 
total advances of £39.6 millions, less than half the average increase for the 
same period in the previous five years. This increase is slightly more than 
accounted for by an increase in the category ‘ Public Utilities (excluding 
transport) ’ which consists largely of nationalized industries; ‘ Personal and 
Professional’ loans showed a contra-seasonal fall, while changes in other 
categories provide some evidence that the banks were conforming to the 
terms of the Chancellor’s December directive. 
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The interesting question, however, is the extent to which the degree of 
success achieved was brought about by the new monetary policy. Any 
approach to :. quantitative answer to this question is unfortunately ruled out 
by the fact of the tightening of direct controls, which makes it impossible to 
attribute the overall effect to the new monetary policy alone. However, it 
seems fairly clear that the moderate raising of short interest rates brought 
about in this period could in itself have had very little influence in contracting 
credit. It has already been argued that the higher and more flexible level of 
money and bill rates did not appreciably reduce the profitability to the banks 
of switching their resources from bills to advances; nor was the } per cent 
increase in advances rates (which should in any case be ascribed to the direct 
rather than the monetary measures) likely by itself to have had a significant 
restraining effect on the demand for advances—the banks are probably right 
in their long-standing opinion that the demand for advances is not very 
sensitive to interest rates, but depends chiefly on the level of trade activity." 
The main effects of the new monetary policy in this period must therefore 
be attributed to its two other aspects—the reduction of the banks’ liquidity 
ratios by the Funding, and the psychological effect of the increase in Bank 
rate. 

This conclusion raises the interesting question as to how far the new 
monetary policy in this phase was really the return to orthodox methods 
which it was generally taken to be. There was, of course (and continues to be) 
one obvious sense in which the new policy did not represent a return to 
orthodoxy, and one which the financial journalists were quick to point out. 
This was the attempt to use both dearer money and qualitative credit controls 
based on an official list of priorities at one and the same time, an attempt 
which involves a clear anomaly of principle, since reliance on orthodox 
central banking control through the use of the Bank rate and open market 
operations to restrict the supply of cash to the banking system implies that 
the bankers should be free to apply their own methods of choking off applica- 
tions for advances, while the use of qualitative controls implies the super- 
session of both the bankers’ canons of soundness and the test of interest 
rates in favour of the official priority list. Such anomalies of principle are, 
however, characteristic of the semi-planned state and the economics of crisis, 
and require no further discussion here. 

But there were two other features of this phase of the new monetary 
policy which were unorthodox. The first of these was associated with the 
use of the Funding operation to reduce the banks’ liquidity ratio towards the 
conventional thirty per cent minimum, and of floating debt redemption to 
keep it there. The unorthodoxy of this lay partly in the fact that it threw 
the emphasis on gilt-edged rates rather than on bill rates as determining the 
cost of cash to the banking system and so regulating the volume of advances 
—traditionally, Bank of England credit control operated primarily through 


Cf. for example the evidence of Mr. Goodenough, Chairman of Barclays, before th 
MacMillan Committee (Minutes of Evidence, Questions 677-83, 698-9). ee ay is 
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discount rates. More important, the bill funding marked a new departure in 
British central banking technique, control of the volume of bank credit through 
the liquidity ratio instead of the cash ratio. This is a point which the examina- 
tion of the history of the liquidity ratio stimulated by the Funding failed to 
bring out; for the relevance of that history is not the evidence it provides for 
or against the firmness of the thirty per cent convention, but the fact that the 
Treasury had never before varied the supply of Bills in order to control credit 
by working on the secondary liquidity ratio. The second unorthodox feature 
(made possible by the first) was the continuance of the wide gap between 
the level of bill and discount rates and the level of rates on advances, which 
had previously been maintained by the Treasury Bill peg. 

Both of these features were a potential source of weakness to the policy 
in the longer run. Control through the liquidity ratio depended on two 
things—the firmness of the thirty per cent convention, and the ability of the 
Treasury to keep down the floating debt. The former might be expected 
to weaken as the first block of Funding Stock approached maturity (and so 
became more liquid). The latter depended inter alia on maintaining a budget 
surplus, and until the cutting of the defence programme in mid-February it was 
not certain that this could be done; in any case, the emergence after March of the 
normal seasonal excess of expenditure over revenue would reduce the pressure 
on the banks’ liquidity. In addition, the wide gap between bill rates and 
advances rates might eventually have induced frustrated borrowers to resort 
to commercial bill finance, thereby rendering the control ineffective both 
directly and by providing the banks with additional liquid reserves. This 
gap, and the potential weakness associated with it, has since been partially 
removed by the raising of Bank rate to 4 per cent. 

The raising of Bank rate to 4 per cent was announced in the Budget 
Speech on March 11th. In announcing it, the Chancellor commented : 


‘ This is a sharp upward movement and will, I am sure, show to the 
world that we not only recognize the very serious situation of the 
country, but are determined to deal with it by whatever firm measures 
may be necessary, however unwelcome they may be. This rise to acom- 
paratively high level of money rates is, I believe, in present circumstances 
an essential part of our campaign to fortify the currency. It will play 
an important part in our effort to improve our balance of payments.’ 


And he added : 
‘Internally, the general effect of this rise in Bank rate should be a — 
further reminder to both lenders and borrowers of the need for caution 

and economy in our present circumstances.’ 


Both the new emphasis on the external effect. of the Bank rate in creating 
foreign confidence, and the greater internal role for credit policy implied 
by the failure of the Budget to provide for as large a surplus as almost all 
pre-Budget commentators had thought necessary, strongly suggested that 
the Chancellor now intended to place much more reliance on credit policy 
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than his previous measures had implied. In short, the second Sei of on 
new monetary policy involves a more * traditional use of Bank rate than Le 
first, with the prospect of further increases in the rate should the economic 
ituati uire it. . 

ero the increase in Bank rate was followed by some ae pf 
capital and a strengthening of the pound on the foreign exchange ae 
Internally, the increase was accompanied by the raising of the Ban 7 
England’s loan rate on Treasury Bills to 35 per cent. The clearing banks 
raised their rate on deposit accounts to 2 per cent,” their lending rate on 
Treasury Bills to 2 per cent, and their lending rate on commercial bills and 
short bonds to 22 per cent (reduced the next day to 2} per cent to ease the 
strain on the discount market). The Treasury-Bill tender rate jumped to 
just over 2} per cent, and other discount rates to correspondingly higher 
levels. These changes led to a sharp marking down of short bond prices, and 
considerable short-run losses to the discount market on its bill and short 
bond holdings. While the rise in Bank rate has probably also led to some 
increases in rates charged on advances, particularly to borrowers previously 
enjoying specially favourable rates, the net effect has been a narrowing of the 
wide gap between discount and bill rates and advances rates which was a 
characteristic, and a potential weakness, of the earlier phase of the new 
monetary policy. 

At the time of writing (end March, 1952), it is of course impossible to 
attempt any assessment of the effectiveness of this second increase in Bank 
rate in bringing about further contractionary pressure on bank advances— 
although some evidence should be available by the time this paper appears 
in print. I shall therefore conclude with a discussion of two questions of 
more general import, namely the desirability of the return to orthodox 
methods of controlling bank advances,* and the possibility of alternative 
methods of control which would have avoided the substantial increase in the 
cost of the floating debt which the new monetary policy has required. 

As regards the first question, the desirability of the new monetary policy 
as a method of controlling the volume of bank advances, it is important to 
note that the new policy has operated so far mainly by reducing the willing- 
ness of the banks to lend, rather than by choking off the desire of borrowers 
to borrow. This is, of course, the traditional modus operandi of Bank rate 
as it affects bank advances—as recognised, for example, in the principle of 


* A “ free’ foreign exchange market (i.e. free within the limits set by foreign exchange 
control and an official range for spot transactions) was re-established from December 17th, 


1951. Until the increase in Bank rate, the spot exchange rate on the dollar had kept very - 


close to the lower limit of the official range. 


* The minimum period for notice of withdrawal was at the same time extended from 
14 to 21 days. 

° I do not propose to deal with the question of the effect of the second increase in Bank 
rate in promoting foreign confidence in sterling ; but I am prepared to hazard the opinion 
that this is an extremely risky matter on which to base policy. 

* Any method of restricting bank advances (including orthodox measures) which leaves 
either lender or borrower free to try to raise money by the sale of investments is bound to 
create downward pressure on gilt-edged prices. and se tend to produce an eventual increase 
in the interest-cost of the longer-term public debt. 
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‘the unsatisfied fringe of borrowers’. But it must be emphasized that the 
method works, not by the adjustment of demand to supply through the 
raising of advances rates to the competitive equilibrium level, but by the 
rationing out of the supply by the banks, according to their own standards 
of soundness and considerations of goodwill and competitive advantage, to 
the demand at whatever level of rates is established by the combination of 
official policy and banking conventions. While there might be a case for 
the ration‘ng of credit by price—and the case for orthodox measures is usually 
conducted in these terms—that case is largely irrelevant;! and there is no 
good reason to presume that the results of credit-rationing by the banks 
correspond either to the equilibrium of a competitive market, or (more 
important) to the requirements of the national interest. This limitation of 
orthodox measures—that there is no guarantee that the banks will ration out 
a limited amount of credit in accordance with the national interest—was 
implicitly admitted by the monetary authorities themselves when they 
reinforced orthodox measures with intensified measures of qualitative control 
over advances. 

The second question posed was whether the contractionary pressure on 
advances could have been achieved by methods which would have avoided 
the increase in the cost of the floating debt entailed by the return to orthodox 
measures.” It has been argued above that whatever success was achieved by 
the new monetary policy in its first phase is attributable to the reduction in 
bank liquidity achieved by the Funding and to the psychological shock of the 
change in Bank rate, rather than to the increase in discount rates per se. 
Unless there is a further substantial increase in Bank rate, bringing about a 
rise in advances rates sufficient to choke off the demand for advances to the 
required degree, or unless there is a further substantial narrowing of the 
gap between the Treasury Bill rate and the rates charged on advances, the 
effectiveness of the second phase of the policy is likely to continue to depend 
on the psychological and the liquidity factors—for the gap between the 
Treasury Bill rate and advances rates is still wide enough to encourage the 
banks to switch from Treasury Bills to advances. Since the psychological 
effect of changes in Bank rate is likely to diminish as the City becomes 
accustomed to a variable rate, the reduction of liquidity achieved by the 
Funding is likely (except in the event of the possibilities just mentioned) to 

1 It is also open to the objection that the ability to pay high interest rates is not neces- 
sarily a proof of the superior social desirability of the project to be financed. ; 

2'To ask this question is to assume, of course, that the Treasury should be spared this 


cost if possible. There are two arguments which might be brought against this assumption, 
neither of which seems particularly convincing. ; s 

The first is that the government should pay higher interest rates when everyone else 
does. This argument rests on the self-contradictory assumption that the government can 
decide that the national interest requires a curtailment of spending, but cannot persuade 
itself to comply with its own advice unless it raps itself over the knuckles. * 

The second argument is that the banks need the extra income in order to meet rising 
costs. How far this is true is difficult to assess, since the banks provide no information on 
their earnings, costs, or efficiency. In any case, to assert that the banks need more revenue 
is not to prove that it should come from the government; the depositor, for example, 
might legitimately be expected to contribute to the rising cost of banking services, 
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continue to be responsible for whatever effectiveness the new monetary 
policy has. This is an important point because, to the extent that the reduced 
liquidity achieved by the Funding has been successful in deterring the banks 
from switching from Treasury Bills into advances, the increase in Treasury 
Bill rates has been an unnecessary additional deterrent. 

Furthermore, the reduction of bank liquidity achieved by the Funding 
could have been secured without the necessity of paying higher interest 
charges on the Funding Stock. One possible way of doing so is suggested 
by the analogy with the American Secondary Reserve Plan drawn earlier; 
there is nothing particularly sacred about the thirty per cent liquidity ratio, 
and the Bank of England might well have used its powers under the Bank of 
England Act to arrange with the banks the maintenance of a conventional 
minimum liquidity ratio of say 40 per cent (including Treasury Deposit 
Receipts) instead of the present 30 per cent, thereby avoiding the necessity 
of the Funding. Such an arrangement would have had the additional advan- 
tage of establishing an explicit, instead of an implicit and possibly unreliable, 
acceptance by the banks of a conventional minimum liquidity ratio; it would 
also have avoided any possibility of short-run disorganization of the gilt- 
edged market by bank ‘ dumping’ of investments, such as seems to have 
resulted from the over-enthusiastic response of some banks to the Funding 
offer ; and it would have avoided the problems which will arise as the 
successive maturities of Funding Stock fall due for renewal. 

This method would have been subject to the same potential weakness 
as the new monetary policy in at least its first phase, namely that the main- 
tenance of a wide gap between discount market rates and advances rates 
might eventually lead to frustrated borrowers resorting to bill finance, and so 
either undermining the policy of restraint or forcing the authorities to raise 
Treasury Bill rates into line with advances rates. This possibility could have 
been avoided by fixing the secondary reserve requirement in terms of dis- 
counts of and loans against Treasury Bills only; alternatively, and perhaps 
with more certain effect, a tax might have been imposed on commercial bills 
sufficiently high to offset the rate differential. 

An alternative, and more simple, method would have been to revive the 
Treasury Deposit Receipt (possibly with some modification of the conditions 
of pre-encashment) and use it to freeze the banks into floating debt; this 
method would have avoided the above-mentioned problem of borrowers 
resorting to bill finance, since the rate payable on the floating debt would 
have been insulated from discount market rates, and the latter could have 
been allowed to rise to any level thought desirable.! 

If it had been desired to supplement either of these methods by action 

} This method could have been adapted to suit the theories of anyone who believes that 
the government should have to decide its borrowing at the same interest rate as everyone 


else, by fixing a maximum to the TDR issue. The Government’s marginal needs for finance 


would then have had to be met by the issue of Treasury Bills at the market rate—which 
is all that theory requires, 
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aimed at reducing the borrower’s eagerness to borrow from the banks, this 
could have been accomplished by the imposition of a tax on advances. 

Beth of the alternative methods of control so far considered assume that, 
in order to stop the banks from expanding advances, it was necessary to 
reduce the banks’ liquidity; the new monetary policy has also assumed that 
it was necessary to give them both a financial inducement and a psychological 
shock. None of these was in fact necessary: under the Bank of England 
Act of 1946 (specifically Sub-clause (3) of Clause 4,) the monetary authorities 
were given completely adequate powers to force the banks to restrict the 
volume of advances, without the necessity of resorting to the raising of 
Bank rate. Equally, any tendency for direct controls to be evaded by resort 
to commercial bill finance could have been prevented by use of the Bank of 
England’s powers over the discount market. 

If, therefore, in spite of the existence of these powers and the objections of 
to the orthodox methods raised above, the raising of Bank rate was a sine 
qua non of effective restriction of the volume of bank advances, the explanation 
must be sought in the power of tradition rather than in the lack of alternative 
methods or the superior virtue of orthodoxy. 

Harry G. JOHNSON. 
King’s College, 
Cambridge. 


MONETARY POLICY AND THE CRISIS 


My part in this symposium is to review the Government’s new monetary 
policy as an instrument of economic control in general and as a means of 
meeting the present crisis in particular. This task presents difficulties of 
two main kinds. In the first place, the effects on the economy of higher 
interest rates are not easy to forecast with any degree of confidence, especially 
since, as will be argued later, the most important influences are likely to be 
psychological rather than strictly economic in their working. The second 
type of difficulty arises out of the extraordinary complexity of the crisis 
itself. Even at the risk of going over ground that is already familiar, it will be 
useful if I say something first of all about the latter problem, since no sensible 
appraisement of the Government’s monetary policy can be attempted without 
some understanding of the task which the monetary instrument is being— 
or should be—called upon to perform. 

Three features of the present crisis seem to me to require emphasis. The 
first and most obvious one is that two problems are involved, the balance of 
payments problem and the problem of the gold reserve. It will probably be 
agreed that of these two problems the latter is the more urgent: at the 
moment, the future of the Sterling Area as an economic unit seems to be less 
precarious than the future of sterling itself. The second feature of the crisis 
which stands out, and indeed distinguishes it from many past crises, is the 
bewildering multiplicity of causes which have gone to bring it about. No 
attempt will be made here to enumerate the causes in detail, but it may be 
worth while pointing out by way of illustration that, even in the matter of 
exports alone, no single factor can adequately explain the country’s present 
difficulties. In the engineering and metal-using trades the problem has been 
one of production and of competing home demands; while in the consumer 
trades—notably in textiles and, more recently, in vehicles—the difficulties 
have been mainly on the marketing side. Thirdly, it is important to recognise 
that the nature of the crisis has been changing very rapidly in the past year 
and is likely to continue to do so in the future. Moreover, even the direction 
in which events are likely to move is more than usually difficult to forecast. 
Not only may speculative movements of capital have a decisive influence on 
the future of the currency; a high degree of uncertainty attaches also to 
many of the more fundamental factors which affect the external position of the 
United Kingdom and of the Sterling Area. The world-wide inflationary boom 
which followed the ending of the war was already showing signs of faltering in 
1949, but received a new lease of life as a result of Korea and the rearmament 
drive. Once again now it seems to have entered upon a critical phase, and 
it is not easy to predict when exactly the downturn will occur nor to decide 
whether it will be preceded by a further burst of inflationary demand. 

Even the above very general—and I should imagine uncontroversial— 
account of the situation does seem to suggest a number of conclusions for 
economic policy. In the first place, it is clear that, just as no single explana- 
tion can adequately account for the crisis, so the problems involved are 
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incapable of solution by a single, or even a simple, remedy. Some com- 
mentators have argued that a fiscal or monetary policy designed merely to 
wipe out the ‘ inflationary gap’ would by itself provide the remedy for the 
country’s external economic difficulties, but it is difticult to see any valid 
basis for this belief. While I do not deny that a policy of disinflation would 
bring about some increase in exports and decrease in imports, there seems 
no reason for supposing that the whole impact of the policy would be on the 
foreign tra:.e balance and still less for believing that the dollar shortage would 
automatically be removed by these means. No doubt a policy of deflation, if 
carried far enough, would in the end solve most of our external difficulties, 
but only at the cost of a severe and partly unnecessary reduction of the stand- 
ard of living and of the level of employment at home. The conclusion seems 
to me inescapable that the crisis must be tackled by direct measures for 
reducing the foreign trade deficit, and particularly that with the dollar area. 
This, of course, does not mean that the question of fiscal and monetary control 
is therefore unimportant, since any improvement in the foreign trade position 
must add to the inflationary pressure at home; and, if this were allowed to go 
unchecked, the stability of the internal economy might be put in jeopardy, 
and the efforts to reduce the trade deficit to some extent frustrated. It is 
also equally clear, however, in view of the depression which has overtaken 
certain consumer trades and of the very uncertain prospects for world demand 
in general, that any disinflationary measures taken to reinforce the Govern- 
ment’s balance of payments policy must be applied with caution. Above all, 
a flexible policy is required—one that it will be possible to reverse in six 
months’ time should the more pessimistic forecasts of world demand prove 
to be correct. 

The Chancellor’s Budget speech and his reply a few days later to the 
Budget debate make it clear that he has taken the above considerations into 
account in framing his policy. He has argued that a severe fiscal policy 
would aggravate the depression in certain consumer trades without making 
available the particular resources required for an expansion of exports. 
In the short run, at any rate, these resources are to be obtained by cutting 
investment programmes and by checking and even reversing the tendency to 
increase stocks, which had been partly responsible for the high volume of im- 
ports during the latter half of 1951. The effects of the import cuts already 
imposed are also to be cushioned in part by a running down of stocks. ‘The 
Chancellor has further argued that the Government’s stricter monetary policy 
provides the proper means of reinforcing the more direct measures taken to 
bring about these results, while it also has the advantage that it will restore 
confidence in the currency abroad and the merit of greater flexibility. 

The argument that the resources necessary for the expansion of exports 
can in the short run be obtained only by a reduction in investment in fixed 
capital or in stocks can hardly be disputed if the rearmament programme is 
taken as given—as it will be for the purposes of this paper. The implications 
of the Chancellor’s policy for the future prosperity of the country are, how- 
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ever, extremely disquieting. Even if the present level of private investment 
could have been maintained, the future prospects of the economy were far 
from encouraging. Present evidence gives no indication that the trend of the 
terms of trade in favour of primary producers is likely to be reversed except 
possibly temporarily as a result of depression, while at the same time the 
very rapid development of manufacturing capacity and efficiency in the 
dollar area and the industrial recovery of Germany and Japan would seem to 
point to a further weakening of the competitive position of British manu- 
factures. For these reasons, a reduction in private investment, which will still 
further lessen our chances of maintaining our competitive efficiency in manu- 
facturing, can only be justified as a temporary expedient to give us the 
necessary time to perform the more difficult task of transferring resources 
from the consumption goods industries. 

The wisdom of allowing stocks of materials and finished goods to run 
down in present circumstances must also be questioned. Considerations of 
military preparedness will not be discussed here, but even on economic 
grounds it is not obvious that the policy is to be recommended. In the case of 
materials in which there is a definite scarcity, such as steel, it is of course 
important that existing supplies should be put to the best advantage; and the 
holding of unnecessarily large stocks of such materials in private hands is 
therefore very much to be discouraged. Where no such absolute scarcity 
exists, however, the arguments are more conflicting. On the one hand, the 
probability of a recession in the U.S.A. in the fairly near future and conse- 
quently of a further fall in the price of raw materials would seem to suggest 
that some running down of stocks is now desirable. On the other hand, 
this argument loses much of its force if in the end the exchange value of the 
pound cannot be maintained. There is no doubt at all that one of the effects 
of recession in the U.S.A. would be to add very considerably to the Sterling 
Area’s dollar difficulties, and it is not easy to see how the pound could then be 
saved without extensive American lending or other aid. To allow stocks to 
run down in the meantime is equivalent to speculating on the value of the 
pound being maintained, which must surely be considered as a ‘ bad risk’. 
However, the suggestion here that, if devaluation is inevitable, it would be 
better for it to take place before rather than after stocks have been allowed 
to run down cannot be admitted. On every other consideration, a post- 
ponement of devaluation must be regarded as imperative. For, while I do 
not believe that in a time of depression a fall in the value of sterling would be 
any more effective in redressing the balance of payments than it was for 
example in 1949 or would be at the moment, the damage done to the economy 
would surely be a great deal less devastating. The unwelcome effects of the 
adverse change in the terms of trade would at least be partly compensated 
by a rise in employment. As far as policy on stocks is concerned, we may 
therefore conclude that some running down of stocks is justified if the pound 
can be saved only by this means, but that, since there is no reason to believe 
that the foreign exchange to buy imports, especially from the dollar area, 
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will be any easier to obtain in the foreseeable future, the cushioning of the 
effects of import cuts on the economy by the use of this expedient would 
seem to be mistaken policy : it would be better to make a start right away in 
reducing the level of consumption and to transfer the resources thus made 
available into the investment industries. 

We may summarise our conclusions about economic policy as follows. 
The prevention or at least the postponement of further devaluation must be 
the overriding consideration, and to this end everything possible must be 
done both to reduce the trade deficit with the dollar area and to halt, if not 
reverse, the speculative drain on the gold reserves. The expansion in exports 
must in the first instance be achieved mainly by a cut in investment, but the 
reduction of the level of private investment must not be regarded as anything 
more than a temporary solution and must be made good as soon as the neces- 
sary resources can be transferred from the consumption goods industries. 
The building up of industrial stocks which has been partly responsible for 
the high volume of imports during 1951 must be discontinued, but the 
expedient of cushioning the economy from the effects of import restrictions 
by allowing stocks actually to run down should only be used to a very limited 
extent. Finally any policy adopted must be a flexible one and capable of 
being altered to meet a radically different situation from that which exists at 
the moment. 

We are now in a position to tackle the main subject of this paper, and to 
discuss how far the Government’s new monetary policy will be of assistance 
in meeting the policy requirements which have been enumerated above— 
and at what cost. When the new policy was first introduced in November 
of last year, its scope appeared to be relatively limited, and its main objective 
the restriction of bank advances. The Chancellor has made it clear in his 
Budget speech, however, that monetary policy has now been given a more 
important role: the raising of Bank rate to 4 per cent is aimed both at 
restoring confidence in the currency abroad and at discouraging private 
investment in industry. How effective is the monetary instrument likely to 
be in the pursuit of each of these aims ? 

The question of bank advances need not detain us long, since it has already 
been fully discussed by Mr. Johnson. There is no doubt that the expansion 
of bank advances in 1951 and in earlier years constituted a considerable 
inflationary force, and a good case has been made out for their limitation. 
Some reduction in consumer demand may be expected from the restriction 
of personal advances, while the excessive building up of stocks in industry, 
which was a feature of 1951, can be discouraged quite effectively by making 
industrial advances more difficult to obtain. Recent figures for bank advances 
suggest that the partial return to monetary orthodoxy initiated in November 
—particularly the funding of part of the floating debt—was proving successful 
in achieving its objective of putting pressure on the banks to restrain their 
lending, although, as Mr. Johnson has pointed out, the funding operation 
was not by any means the least costly method of bringing about the same 
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result. The recent raising of the Bank rate to 4 per cent can hardly be expected 
to do very much more in this particular direction, except 1n so far as it makes 
it more costly for industry to obtain short-term credit from sources outside 
the banks. But the possibility that short-term credit might be obtainable 
from other sources was surely not a very great one, nor was the problem one 
which could not have been tackled by other methods than an all-round in- 
crease in’short-term interest rates. The justification of the raising of the Bank 
rate must be sought elsewhere. 

The limitation of bank advances and the rise in short-term interest rates 
are unlikely to have an appreciable effect on investment in fixed capital. in 
industry, and in this connexion it is the influence of the new policy on the 
long-term rate of interest together with its psychological impact on the 
industrial world which must be considered. The Chancellor has been 
reticent about the importance which he attaches to movements in the long- 
term rate, but it may be assumed that he does not regard the rise in the rate 
of interest which has taken place since the introduction of the new policy 
as an unwelcome development, and certainly no attempt has been made to 
support the gilt-edged market. In all, the long-term rate has risen by 
slightly less than 3 per cent since the end of October, but the extent of the 
increase of the effective rate at which new industrial issues can be floated 
must be put at rather more than this. Indeed a considerable dislocation of 
the new issue market has followed the introduction of the new monetary 
policy and in the meantime most of the companies requiring money have 
resorted to the method of issuing ‘ rights’ to their ordinary shareholders, 
though this may be no more than a temporary development. It is important 
to realise, however, that the greater part of the rise in the long-term rate took 
place before the Chancellor’s Budget speech, during which the further rise 
in Bank rate to 4 per cent was announced. Although it is early to say how 
the gilt-edged market will finally settle down, the rise in Bank rate itself 
seems likely to have comparatively little effect on the long-term rate. This 
is not, altogether surprising, even though it cannot be said that the further 
rise in the Bank rate was foreseen and therefore discounted in the City. It is 
perhaps only to be expected that the public’s demand for liquidity should be 
influenced less by the cost at which short-term accommodation is made 
available than by uncertainty as to whether it will be made available at all. 
It is to this kind of uncertainty, as well as to the fears, partly justified, that 
the banks might find it necessary to realise some of their investments, that 
the rise in the long-term rate must largely be attributed. 

The extent to which the interest cost of long-term borrowing is taken into 
account by business men when making investment decisions has been the 
subject of much discussion, especially since the Oxford Economists’ Research 
Group found in 1938! that little attention was paid to the rate of interest by 
business men, except in the case of very long-term capital projects such as 
building construction. Recently, these findings have come in for a certain 

1Oxford Economic Papers, No. 1. 
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amount of questioning, but the change of fashion does not seem to have been 
based on any new evidence. Indeed, the evidence of the past few years seems 
rather to confirm them. It is not always realised that the rise in the 
long-term rate from the end of 1946 until the fall of the Labour Government 
has been very much more rapid, and scarcely less extensive, than any similar 
rise in peace-time during the last 100 years. The most nearly comparable 
period is that from 1896 to 1913, when the yield on 2} per cent Consols rose 
from 2 per cent to 34 per cent—a rise of 1} per cent in the space of seventeen 
years. An almost similar rise of over 1} per cent—from 2} per cent at the 
beginning of 1947 to over 3? per cent in October 1951—has been accom- 
plished during the later period in only five years. Even when due allowance 
is made for the fact that the rate of interest was at an artificially. low figure at 
the end of 1946, the influence of this remarkable increase in the cost of 
borrowing can scarcely be said to have been of any great significance for 
investment decisions in industry. The chances that the further increase of 
3 per cent in the cost of borrowing which the new monetary policy has 
brought about will have any considerable effect on private investment must 
therefore be regarded as small; and the influence of the fall of about two 
points in the price of long-term securities which has followed the raising of 
the Bank rate to 4 per cent must be considered negligible. The psychological 
impact of the Government’s new monetary policy is another matter, and one 
to which we must now turn. 

Although the psychological effects of the new monetary policy in general 
and of the raising of Bank rate in particular are in many quarters regarded 
as the most important ones, the manner in which they operate is often left 
somewhat obscure. It can hardly be suggested seriously that the mere 
raising of the Bank rate will induce business men to consider their investment 
decisions more carefully, since it must be presumed that investment decisions 
receive their most careful attention even during times of cheap money. 
The new monetary policy would seem rather to be likely to affect the 
psychology of business men in two ways—by making them anxious about 
liquidity and by giving rise to uncertainty about future business prospects. 
Liquidity considerations have been dealt with in our discussion of the long- 
term rate of interest, but the question of business confidence is probably of 
greater importance. The Government’s resumption of the orthodox mone- 
tary policies which must to some extent be associated in the minds of entre- 
preneurs with the depressed conditions of the ’twenties may very well lead 
them to take a much less sanguine view of trading prospects in the near 
future. I do not myself doubt that this will be the case, and that in this way 
the new policy will have a considerable success in reducing private invest- 
ment. What is very much more debatable, however, is whether a state of 
_ uncertainty could not have been fostered in some other more simple way, and 
whether, indeed, it is desirable that uncertainty of this kind should in fact be 
fostered at all. 

As we saw earlier, there is in any case some reason for supposing that the 
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buoyant conditions of demand which industry has experienced since the 
end of the war may not last very much longer, and the psychological impact 
of the new monetary policy is therefore likely to be all the greater. But, for 
the same reason, it would not appear to be difficult to touch off a wave of 
depression in industry in a more straightforward way. Indeed, it could be 
said with some justice that the Chancellor is already doing 80, and it may very 
well be that the bearish prognosis of future trading conditions which he put 
forward in his reply to the Budget debate will prove a greater deterrent to 
investment than the raising of the Bank rate. 

Moreover, if the account we have given of the psychological effects of the 
new monetary policy is at all correct, the consequences do not appear to be 
altogether desirable. As was argued earlier, what the situation requires is not 
so much the cancellation as the postponement of investment plans. Uncer- 
tainty can be created more easily than it can be dispelled ; and it is most 
unlikely that investment plans once abandoned as being too risky would be 
taken up again at all quickly, even if easy money conditions were once more 
to prevail. Moreover, the particular investment projects most likely to be 
affected by considerations of risk are those very plans for radical improve- 
ments in manufacturing efficiency and capacity on which the long-run 
future of the economy depends. Some deterioration of business confidence 
may in any case be inevitable, but it would seem most unwise to hasten it. 
The aim of postponing capital investment can surely be better achieved by 
the more specific methods which the Chancellor is also using—the allocation 
of steel, the suspension of initial depreciation allowances for income tax 
purposes and the control of new issues by the Capital Issues Committee. 
The effectiveness of this last method of control in particular is to my mind 
currently underestimated. In the past its importance has been only small, 
owing to the very liquid financial position in which most firms found them- 
selves at the end of the war. In 1952, however, these conditions no longer 
obtain, and the number of firms able to undertake any large-scale capital 
development out of their existing resources must be relatively limited. 

Something should be said in passing about the effects of the new monetary 
policy on the capital programme of the local authorities. It is generally 
agreed that the cost of borrowing is a more important factor here than is the 
case in private industry. On the other hand, it is also a field of investment 
over which it is possible to exercise a closer supervision from the centre; 
and it seems fairly clear that the Chancellor is in the main relying on this 
kind of supervision—as, for example, in the case of school buildings. While 
the borrowing rates for local authorities were raised shortly after the launching 
of the new monetary policy, it is not apparently intended to raise them again 
following on the increase in Bank rate to 4 per cent. This partial stiffening 
of rates to local authorities has, however, led to a curious anomaly in regard 
to housing, since the housing subsidy has been increased in order to com- 
pensate for the increased cost of house-building. While I should not go so 
far as those who suggest that this necessarily proves the ‘ irrationality’ of 
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the new monetary policy, it does, I think, provide an apt illustration of the 
fact that the monetary instrument is an unselective one: higher interest 
rates raise the cost of all capital projects, and it is by no means the case that 
the projects which the Government most wishes to encourage are likely to 
be the least affected. 

One conclusion which can be drawn from the foregoing is that, as far as 
the home economy is concerned, the measures already taken in November 
seem likely to prove more important in their effects than the later raising of 
the Bank rate to 4 per cent. The latter move seems unlikely to accomplish 
very much more than what had already been achieved, although it may have 
done something to reinforce the psychological impact of the Government’s 
resurrection of monetary policy as an instrument of economic control. 
The opposite has, however, been the case as far as speculative currency 
movements are concerned. While the Government’s initial measures did 
nothing to halt the continuous drain on the gold reserves, the strength of 
sterling in the free markets since the Budget would seem to indicate that 
the raising of the Bank rate has had a marked effect in this direction. Once 
again, the psychological impact of the change in Bank rate is certainly more 
important than the rise in the cost of borrowing. The history of currency 
movements in the inter-war years has taught us that the use of Bank rate 
changes to attract funds from abroad can be very uncertain in its effectiveness, 
whenever the stability of the exchange rate is in serious doubt. On this 
occasion, however, the raising of Bank rate has apparently done much to 
restore confidence in the currency, at any rate temporarily, and its success in 
this respect must be regarded as providing in itself the justification of the 
Government’s policy, in view of the overriding importance of preventing or 
at least postponing the collapse of sterling. 

This completes our discussion of the new monetary policy as a means of 
meeting the crisis. It remains to consider briefly the cost of the policy. 
It should be said at the outset that this cost is not very great. In relation 
to the national income, the size of the total internal national debt is now not 
so formidable as it was in the immediate post-war years. The cost is not, 
however, negligible. Quantitatively, the most important extra burden on the 
Exchequer arises from the increased interest charge on the floating debt, 
which Mr. Johnson has already discussed. As far as dated stocks are con- 
cerned, the fall of gilt-edged values is of less importance, provided that 
higher interest rates are not maintained for too long a period. Securities to 
the value of about £2,000 million! are due to reach maturity before the end 
of 1955, so that even if the higher interest rates prevail until that date the 
gross interest charge on the long-term debt is not likely to be increased by 
more than £20 million per annum. The burden of the long-term debt would 
no doubt be increased considerably if the Government had to borrow in 
order to finance a deficit, since any resort to floating debt finance is now 
ruled out by the new policy towards the banks; but such an eventuality 
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appears unlikely in view of the present healthy position of the Exchequer 
from a narrow budgetary standpoint. More serious, however, than the total 
increase in the debt charge is the fact that the higher short-term interest 
rates will have to be paid on a substantial portion of the sterling balances 
held in London by countries overseas. While it is not possible to make a 
reliable estimate of the extra interest payment involved, an increase in any of 
the items which go to make up the wrong side of the balance of payments 
account must be looked upon with some concern at the moment. 

The very wide repercussions of the new monetary policy make it difficult 
to form a final judgment as to its merits. A number of conclusions do seem 
to emerge, however, from the foregoing discussion. In the first place, the 
case for using monetary policy as a method of internal economic control is, I 
think, a weak one. This is not to say that the Government’s new monetary 
policy may not have some of the results expected of it; but that these results 
could have been achieved by other methods both less costly and less harmful 
to the long-run interests of the economy. Moreover, the claim that monetary 
management, and the Bank rate in particular, is a ‘ flexible’ instrument 
seems to me to rest on a misapprehension. The test of flexibility in an 
instrument of policy is surely-not the rapidity with which it can be applied, 
but rather’ the rapidity with which it can be expected to produce an effect 
on the economy. Judged by this standard, the flexibility of Bank rate does 
not appear to be very great. For, if we are correct in our view that the most 
important psychological effect of a rise in Bank rate is to create uncertainty 
in industry, it is very doubtful whether a reversal of the policy would have 
any noticeable results for some time. The confidence of business men can- 
not be so easily restored. 

On the other hand, the cost of the policy is at the moment not very great, 
except in so far as the higher short-term rates have led to an increase in the 
interest payable on part of the sterling balances. Moreover, the recent rise 
in Bank rate does seem to have had distinctly beneficial effects in halting the 
speculative drain on the reserves—certainly the most immediately dangerous 
feature of the crisis. While, however, the initial success of the Government’s 
policy in this direction can hardly be overestimated, it would be unwise 
to count on a repetition of this success should the drain on the reserves 
once again be resumed. And it would be even more foolish, on the evidence 
of success in this one particular sphere, to draw the conclusion that the use of 
orthodox monetary policies will provide the solution to the less immediate, 
but no less formidable, problems which the British economy is facing in the 
world to-day. 

The Queen's College, ie Alina gp 5 
Oxford. 
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I 
By F. W. PaisH 


In their articles on ‘ Monetary Policy and the Crisis’ and ‘ The New 
Monetary Policy and the Problem of Credit Control,’ Mr. H. G. Johnson and 
Mr. C. M. Kennedy set themselves to answer a number of questions. Of 
these the first two, which are dealt with by Mr. Kennedy, are whether we 
need any action at all at this moment to counter internal inflation, and, if so, 
whether such action should be designed to reduce investment instead of (or 
as well as) consumption. The first question is answered, though a little 
doubtfully, in the affirmative, mainly in view of the need to offset the increase 
in inflationary pressure likely to result from the recent arbitrary cuts in 
imports. We are, however, warned (p. 3) that ‘in view of the depression 
which has overtaken certain consumer trades and of the very uncertain 
prospects for world demand in general, . . . any disinflationary measures 
taken to reinforce the Government’s balance of payments policy must be 
applied with caution,’ and that we should be ready to reverse them at short 
notice. 

Perhaps one of the main dividing lines between different schools of 
economic thought to-day lies between those who are more afraid of inflation 
than of depression, and those who are more afraid of depression than of 
inflation. ‘Those who remembered clearly the catastrophic inflations in 
Europe which followed the first world war were perhaps unduly inhibited 
when they came to deal with the onset of the depression of 1930-33. It is at 
least equally probable that those whose memories do not go further back than 
that depression are similarly inhibited in dealing with the inflation which, 
except for the slight and temporary check in 1949, has afflicted most of the 
world since the end of the second world war. That business men should keep 
glancing over their shoulders for fear of a new depression is salutary, for it 
keeps them from risking those extravagances of illiquidity which were so 
marked a feature of the optimistic years of the later 1920’s, and which were a 
main cause of the intensity of the ensuing depression. But that economists 
and politicians should be prevented by similar fears from supporting measures 
to.check inflation is not desirable. At one point, indeed, Mr. Kennedy’s 
anxieties lead him into an actual historical inaccuracy, when he says (on p. 132) 
that ‘ the world-wide inflationary boom was already showing signs of faltering 
in 1949, but received a new lease of life as the result of Korea and the re- 
armament drive’. In point of fact, the temporary United States recession 
of 1948-49 had already come to an end well before the outbreak of war in 
Korea, and U.S. output, prices, employment and imports had been rising 
for about nine months before June, 1950. Whether a new recession of any 
magnitude is now likely in the immediate future is a matter of opinion. 
There is considerable ground for believing that all that is happening is that _ 
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the world is managing to control inflation better than in previous years and 
better than was expected. cal 

On his second question, Mr. Kennedy accepts the necessity for reducing 
investment with the greatest reluctance, as a temporary expedient rendered 
necessary by the specificity of resources and by the urgent necessity to reduce 
imports and increase exports. He believes, however, that the reduction 
should be for the shortest possible time, and that, if continued for long, it 
would be disastrous to our competitive efficiency. He concludes (p. 135) that 
‘it would be better to make a start right away in reducing the level of con- 
sumption and to transfer the resources thus made available into the invest- 
ment industries’. These brave words are, however, a little difficult to 
reconcile with the passage quoted earlier on the need for caution in applying 
disinflationary measures ‘in view of the depression which has overtaken 
certain consumer trades’. To ‘start right away in reducing the level of 
consumption’ presumably means taking steps to intensify the depression in con- 
sumer trades still further in the hope that the consequent unemployment will 
facilitate the recruitment of labour into the investment industries. ‘The 
necessity of abandoning present concepts of full employment in order to 
obtain a distribution of labour more in accordance with national necessities or 
consumer preferences is perhaps the most controversial issue in present-day 
politics. Mr. Kennedy should make it clear on which side of this particularly 
thorny fence he really comes down. 

If we accept the view that, in our present difficulties, we are obliged, 
however reluctantly, to restrict investment, the next question is whether it 
should be done entirely by physical controls, or whether these should be 
supplemented or replaced by financial restrictions. To this question Mr. 
Kennedy seems to answer that, while physical controls of particular com- 
modities or activities will continue to play a part, some form of financial 
restriction is also necessary. In this view he is undoubtedly correct. To 
attempt to reduce investment by physical controls alone would inevitably 
lead to investment which might or might not be reduced, but would certainly 
be unbalanced. ‘This is partly because the effectiveness of physical controls 
varies greatly between different parts of the system; for instance, it is reason- 
ably effective over new building, less so over repairs and alterations, and 
hardly effective at all over most types of plant and machinery. It is also 
because control through physical shortages induces a desire to hoard. Firms 
tend to seize any opportunity to acquire stocks of any raw material or com- 
ponent which may conceivably be scarce in future, even though their existing 
stocks of it are fully adequate for current needs. ‘Thus we find one firm with 
excess stocks of something of which another is short, so that output is reduced 
below the level which would be possible if stocks were better distributed. . 
If it is money that is short, firms will have an incentive to keep their stocks 
down to the minimum necessary for efficient working. 

This brings us to the last main question, which is the real subject of 
both Mr. Kennedy’s and still more of Mr. Johnson’s papers: Given that 
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financial restriction is necessary, how and on whom should it be imposed ? 
This question can conveniently be sub-divided into two parts: whether an 
attempt should be made to discriminate between private firms in the degree 
of financial restriction applied to them; and whether the Government can or 
should contract out of any financial stringency applied to the rest of the system. 
The two main instruments for making credit control selective between 
different private borrowers are the Capital Issues Committee, for share 
issues and long-term borrowing, and the Government instructions to the 
banks, for short-term borrowing. Experience seems to show that these 
instruments are not by themselves capable of keeping the demand for finance 
down to the amount which is available from the supply of internal saving 
without supplementation from forced saving induced by inflation. Despite 
Government instructions, the volume of bank advances has climbed steadily 
year after year, and has only been prevented from correspondingly inflating 
bank deposits by the fact that the Government, partly out of budget surpluses, 
partly out of foreign aid, and partly out of the proceeds of gold sales, has year 
by year repaid nearly as much debt to the banks as the private sector was 
incurring. Now that further Government repayments of short-term debt 
are likely to be greatly reduced, if not altogether eliminated, it is clear that a 
much more drastic limitation of advances will be necessary if renewed 
inflation is to be avoided. As to the Capital Issues Committee, the steadily 
lengthening queue of would-be new issues, all of which are capable of 
passing the sieve of the C.I.C., but which are held up by the stringency in the 
market, bears witness to the greater effectiveness of monetary restrictions. 
The reasons why restrictions imposed on some parts of the system but 
not on the whole tend to be relatively ineffective appear to be mainly two. 
In the first place, it seems to be impossible in practice to make the restrictions 
water-tight. If some firms can obtain finance without difficulty on easy 
terms while others, equally credit-worthy, cannot get it at any price, the 
differing financial pressures seem to lead to some kind of osmosis, so that 
money leaks across from financial plenty to relieve financial stringency. 
And secondly, even if capital raised or advanced is kept strictly in the employ- 
ment of the original borrower, the fact that a firm is engaged on essential 
work is no guarantee that it will not use capital wastefully if it is easily come by. 
That if capital is plentiful anywhere it is difficult to make it scarce 
elsewhere is true of the banks as well as of other parts of the system. Only if 
the banks are also kept short of money is it likely that the restriction of credit 
to private borrowers will be really effective. One point made by Mr. Johnson 
(p. 129), with which I am not in agreement, is that to make the banks 
short of money will necessarily cause them to ration advances on a scale of 
preferences quite different from those of the government. It is of course 
true that at no time in this country, or probably in any other, have banks 
restricted advances in times of stringency purely by raising interest rates. 
In view of the short-run inelasticity of the demand for short-term (though 
not for long-term) credit, the reliance by the banks entirely on interest rates 
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for restraining the demand for advances would mean fluctuations in rates, not 
between extremes of perhaps 3 per cent and 7 per cent, but between 3 per 
cent and 20 per cent, or even 50 per cent. The reason for the banks un- 
willingness to rely only on interest rates, and their reliance on quantitative 
limitation, is that they are specialists in doing a safe business at low rates. 
Once the degree of risk has passed a certain very low level, no rate of interest 
is sufficient to compensate them for running it. A rise in bank rate increases 
the risk of making any given advance to any given borrower in at least two 
ways: it reduces, or threatens to reduce, the market values of most types of 
security for loans; and it threatens the continuance of the demand for many 
types of goods, and therefore the credit-worthiness of their producers. 

Of course, the banks do not take into account only the degree of risk 
attached to a loan. In a severe stringency, they may not be able to satisfy 
the whole of the demand for even fully secured loans. In this case, they tend 
to give preference to existing borrowers as against new applicants (except 
where they welcome an excuse for calling in an unsatisfactory overdraft) 
and, between existing borrowers, to those whose business is most likely to 
prove valuable in the years to come. But the fact that these criteria may not 
be the same as those of the government does not mean that tight money 
reduces the banks’ willingness to comply with Government priorities. If 
the banks are put into a frame of mind where, for their own sakes, they wish 
to restrict advances, they will often welcome Government instructions as a 
means of doing so without losing goodwill or possibly custom. No amount 
of Government instructions, of course, will (or at any rate, should) cause a 
bank to undertake a risk which it believes to be unjustified; if the Govern- 
ment wishes a bank to finance an insufficiently good risk, it must provide 
some form of guarantee. But if it merely wishes the banks to discriminate 
between Jifferent borrowers, all of whom are still good risks, then there is a 
much better chance that the banks will implement Government policy if 
they themselves are restricted than if they feel that their total lending powers 
are unlimited. So long as the banks themselves are not short of money, 
managers, naturally anxious to increase the profitability of their own branches, 
will be reluctant to turn away safe business, and will tend to be on the side of 
the customer in putting his application into a form which will best enable it to 
comply with the Government’s instructions. So soon, however, as the banks 
are put into the position of having to refuse a good deal of even safe business, 
they will welcome their Government instructions as a means of enabling 
them to do so without offending and perhaps losing customers. The banks 
are therefore much more likely to enforce the Government’s priorities 
strictly if they regard them as a good excuse for refusing an advance than if 
they regard them merely as a hurdle which they can help the customer to 
jump. Financial stringency therefore operates, not as an alternative to 
selective restriction, but as a reinforcement of it. 

Finally, we come to the question to which both Mr. Kennedy and Mr. 
Johnson appear to attach most importance—indeed, Mr. Johnson devotes the 
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greater part of his paper to it. This is whether, if money is made scarce to 
the banks, it must also be made scarce to the Government. There was 
probably no single factor which had more influence in changing our approach 
to monetary problems in the inter-war period than the enormous growth 
during the first world war in the volume of the Government’s floating and 
medium-term debt. Before 1914 the Government, with practically the whole 
of the small national debt in funded form, was almost completely insulated 
from the cirect effects of credit restriction. It could afford to stand above the 
battle, leaving the Bank of England to adjust the supply of credit at its 
discretion. The change brought about by the war is well illustrated by the 
story (apparently true) of the Governor of the Bank who, when told in 1919 
that he ought to raise Bank Rate in order to check the mounting inflation, 
replied “ How can I, with £1,500 Mn. of floating debt outstanding ?’ As 
soon as the Government became by far the largest short-term debtor in the 
market, any market institutions finding themselves short of cash could always 
replenish their reserves by simply not renewing their Treasury bills. It 
therefore became impossible to squeeze the banks without the banks being 
able immediately to pass the pressure on tothe Treasury. Thereafter every 
Governor of the Bank was liable to find himself torn between two responsibi- 
lities—to the country, for maintaining the balance of payments and/or 
checking inflation, and to the Government, for keeping down the interest 
burden of the debt. Until 1931 the first duty was generally (though not 
invariably) placed first; from 1932 to 1951, the second. Since 1939, moreover, 
a new complication has developed in the form of the very large amounts of 
floating debt held by the overseas owners of sterling balances. Any rise in 
short-term interest rates therefore gives more income, not only to the British 
banks and discount houses, but also to a large number of overseas institu- 
tions, thus increasing not only the charge on the budget but also the total 
of invisible imports. 

In view of these considerations, it is not surprising that, when a policy of 
general credit restriction was introduced last November in order to help 
towards the solution of the balance of payments crisis, an effort was made to 
minimise its effect on the Treasury bill rate. The method chosen for doing 
this was to take advantage of the dependence of the banks on their holdings 
of Treasury bills for providing their second line of liquid reserves. By 
inducing them to fund some £500 Mn. of their existing holdings into short 
bonds, the Treasury was able to reduce the clearing banks’ liquid assets to 
little more than the 30 per cent of deposits which had been their usual 
minimum holding of cash, call money and bills in the inter-war period. It 
was argued that, with liquid assets at their conventional minimum, the banks 
would be prepared to buy Treasury bills at low rates of interest rather than 
let their liquid assets fall further. The main difficulties of this policy (apart 
from the possibility that the Treasury might be forced to issue more bills by 
its own financial needs) were firstly that some of the bonds issued in Novem- 
ber, 1951, would mature in November, 1952, and so become the equivalent 
of bills in August; and secondly that the Government’s monopoly of supply- 
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ing bills was not absolute, and that, if the difficulty of obtaining bank advances 
became sufficiently acute, traders might begin to revert to the use of bills in 
place of overdrafts. 

This attempt to insulate the Government from the effect of higher short- 
term rates was largely abandoned when Bank Rate was raised to 4 per cent 
at the time of the Budget, although the gap between the Treasury bill rate 
and the overdraft rate is still a good deal wider than it normally used to be in 
the 1920’s. Both Mr. Johnson and Mr. Kennedy criticise this decision, on the 
grounds that no useful purpose is fulfilled by making the Government pay 
higher rates, and that various devices are now possible whereby the Govern- 
ment can avoid sharing the stringency applied to the private sector. Mr. 
Johnson suggests, for instance, that the conventional proportion of liquid 
assets could be enforced on the banks by order, and that if the Government’s 
monopoly position as an issuer of bills were threatened by the increased use 
of private bills, the compulsory ratio could be made to refer only to cash, 
Treasury bills, and loans against Treasury bills. Alternatively, the bulk of 
the Treasury bills held by the banks could be converted compulsorily into 
Treasury Deposit Receipts, leaving only a margin to be issued at market 
rates (though this would apparently not prevent higher rates being paid on 
bills held as part of the sterling balances); or the Bank of England could 
simply order the banks not to increase the total of their advances (this last 
suggestion does not make it clear how the Bank can enforce an order on the 
clearing banks collectively without freezing the advances of individual banks 
at their existing levels). 

The main reason why the Government has not elected to adopt these or 
other devices for evading the effects on its own short-term rates of a general 
financial stringency is probably connected with the effect which it was hoped 
the new policy would have on public opinion, particularly abroad. Any clever 
schemes of this sort would undoubtedly have weakened the impression that 
had to be created, that the British really meant business this time and that 
the Government was now determined to prevent any further depreciation of 
the pound, cost them what it might. Further, as Mr. Kennedy points out, 
the net cost of the additional interest payments to the discount houses and the 
clearing banks, after allowing for taxation, is not likely to be very great. The 
cost on the debt held in overseas balances is likely to be larger, though 
so far as the balance of payments goes the loss is likely to be far more than 
offset by the effect on capital movements. In any case, the total cost is 
trifling in comparison with the catastrophic figures of the losses of gold during 
the past nine months. That these have apparently been greatly reduced 
since the budget is the best justification of the Chancellor’s policy. 

I should not wish to close these notes without paying a tribute to the 
work of Mr. Johnson and Mr. Kennedy. Although I do not agree with them 


at all points, there is no student of the subject who would not benefit from 
reading their full and lucid expositions. 


London School of Economics. 
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II 
By R. F. Kaun 


Those who take a critical view of the new monetary policy should be 
prepared to answer three questions which might not unreasonably be 
addressed to them, and which I will now proceed not unreasonably to address 
to myself. 

(1) Do I take the view that the state of credit (to use a vague phrase) 
should not in any way reflect the country’s economic position and require- 
ments ? The answer is ‘ no, up to a point ’. 

(2) If I accept the view (I do), as admitted for example by Mr. Kennedy, 
that ‘a policy of disinflation would bring about some increase in exports 
and decrease in imports’, what objection have I to the Government 
applying it just as far as they think desirable ? There seem to me to be the 
following grounds for objection. 

(a) There is a great deal of disagreement as to how far it is desirable to 
carry restriction of credit. Nobody can predict the degree of success 
of a given restriction. There is a serious danger that undue reliance 
will be placed on the adequacy of a modest restriction of credit, and 
that the need for other measures—more effective, less disadvantage- 
ous, and more rapid—will not be sufficiently realised. It must be 
some time before it is recognised that the slow-moving mechanism 
of credit restriction has failed to do the trick. Meanwhile the loss of 
gold may have persisted and some of our exports may have continued 
to lose ground. Belated recognition that further crisis measures are 
necessary will then psychologically be very damaging. And the tempta- 
tion, backed by heavy pressure, will be to pursue the course of ‘when 
in deficit contract’! much further than would have been thought 
desirable had it been realised at the outset how ineffective a mild 
restriction of credit was going to prove. Here experience has little, 
or nothing, to teach us. Nostalgic references to ‘all the delicate 
mechanism of financial control which the experience of ages was 
gradually fashioning * do not really help: they refer to conditions 
under which the immediate impact of a tightening of credit was on the 
movement to and from London of capital funds, free of all exchange 
control, and under which slower reactions on the level of employ-— 
ment were accepted as inevitable on a scale which to-day would be 
regarded by almost everybody as unthinkable. And even if history 
could teach us anything relevant it would very largely be about 
reactions on building activity and the development of public utilities, 
which to-day are pretty well insulated from the operations of the 
monetary mechanism (in this country; in Holland the decline in 
building is causing grave concern). 


1 Lionel Robbins, The Balance of Payments (Stamp Memorial Lecture, 1951), p. 27. 
2 Lionel Robbins, ibid., p. 21. 
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(b) Effects on the budget surplus of the increase in the debt charge, 
and on the balance of payments of the increase in the cost of interest 
on balances owned by overseas holders, are far from negligible. ‘The 
increase in the debt charge is less serious if the dearer money does 
not persist for a period of time long enough for the increased pay- 
ments to work through to private incomes, by affecting dividend 
payments and the like, and to have much influence on conversion 
operations. But now that the policy is mentally geared to the state 
of the balance of payments rather than to the degree of inflationary 
pressure,! the prospects for any rapid restoration of cheap money 
are not good. 

(c) The ease with which rents of newly built houses can be kept down is 
related to the rates of interest at which local authorities can borrow. 
One cannot rely indefinitely on having a Government which is pre- 
pared by means of subsidies completely to insulate official house- 
building activities from the effects of its new monetary policy. 

(d) The ease with which money can be made cheap as a means of stimu- 
lating trade activity at a time of economic depression depends on the 
readiness of the market.to believe that thenceforth long-term rates of 
interest are likely to remain low for a long period of time. Any 
recent experience of high rates of interest—even though these may 
have persisted only for a short period of time—will prove incon- 
sistent with such a belief. A policy of dear money, to deal with 
excessive demands on the nation’s resources, will be dear indeed if it 
prejudices later on the proper application of the policy of cheap 
money. ‘This argument—overlooked by Mr. Johnson and Mr. 
Kennedy—has to be based on one or other (or both) of two 
assumptions, both of them highly reasonable. The one is that there 
is a ‘ bottom stop ’ to the rate of interest—that the liquidity prefer- 
ence curve, even the fairly long-period liquidity preference curve, 
becomes perfectly elastic at a certain rate of interest—the height of 
which depends on people’s expectations of the possibility of a rise in 
the rate of interest as coloured by past history. The alternative 
assumption is that although open-market operations, carried on 4 
outrance, could, given a reasonable period of time, bring the rate of 

Professor Lionel Robbins’ treatment concludes with the plea: ‘Stop the inflation 
stop it at all costs: that is the paramount need of the moment in the economic sphere ; 
(loc. cit., p. 32). He has argued that ‘ there has been no deflation and mass unemployment 
in the United States ’ (oc. cit., p. 28). How far would Professor Robbins take his advocacy 
of ‘some upward movements in interest rates and some over-balancing the budget, if 
external conditions become adverse’ (loc. cit., p. 29) where the deterioration in the balance 
of payments took the form of a fall in the demand for our exports, accompanied by heavy 
unemployment in the export industries ? That is really the great controversial issue which 
e going to overshadow our monetary policy in the future (a fit subject for a separate 

ymposium, though Mr. Kennedy says some helpful things about it ?), perhaps in the fairly 


near future if the Chancellor of the Exchequer is right : ‘ I have been advised that there is 


rah ne sade petpeisivs and the possibility of unemployment and of difficulty in 
the world in general than some of the more lively economic critics outsi i it 
imagine ’ (Hansard, 17th March, col. 2050). ; sini homnaoae 
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interest down to any desired level (the greater the necessary expan- 
sion of credit the greater the extent to which liquidity preference is 
exploited by the Exchequer as a means of borrowing the National 
Debt at negligible rates of interest), various irrational fears connected 
with the idea of inflation will interfere with an unlimited expansion 
of the quantity of money. (Whichever leg the traditional argument 
is stood on, it becomes particularly powerful if one is allowed to 
revive the temporarily unfashionable ‘stagnation thesis.’) 


(3) The final question which might be addressed to a sceptic like myself 
is what are the alternative measures, resort to which is liable to be inade- 
quate on account of undue reliance on monetary policy. A proper treat- 
ment of this question would require another special number of THE 
Buiierin. A short answer is that discriminatory methods of diverting 
resources are less wasteful than non-discriminatory and undiscriminating 
methods. Some indications are given later in this Note, and particularly 
towards the end of it, where it is suggested that the object should be to 
build up the manpower of the engineering industries rather than to divert 
its output, and that so long as scarcity of steel really has to be accepted 
better use should be made of the available supplies. But, even within a 
given total of home investment, it seems to me difficult to believe that the 
unimpeded operation of credit restriction would make the best possible 
selection of things to be done. Not that the Government are prepared to 
leave the operation to be unimpeded. Instructions to the Capital Issues Com- 
mittee and the banks are highly detailed. On a more general plane agriculture 
is to be given special treatment. Agricultural investment is of course very 
important, but so are many other kinds of investment. Whether reliance 
is being placed on the decisions of bank managers or on the operation of 
various rates of interest—both depending, the former entirely, the latter 
quite largely, on the highly arbitrary distribution of liquidity between 
firms—the question is whether civil servants could not do better. I do 
not claim that they could give us anything near the ‘ ideal’ distribution; 
but they could fall far short of the ideal and still do much better. Admit- 
tedly steel allocation is a blunt instrument even when it is simply a basis 
for negotiating with individual firms how their product should be dis- 
tributed (though one cannot forbear to wonder what rates of interest would 
be required to secure the present distribution of motor-car production 
between the domestic market and export if it depended on them and 
nothing else). But the position is sufficiently serious to justify the reim- 
position of machinery licensing, a very fine instrument. 


There is much else that could be discussed under this head. A greater 
readiness to organise trade—within the Commonwealth and the sterling 
area, and perhaps Western Europe too—might be hoped for, and a greater 
anxiety about our own exporting methods. Devaluation, or depreciation, 
is not one of the alternative methods which I have in mind, but the entirely 
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inapposite and prejudicial ‘ tendency to take refuge in all sorts of mystical 
verbiage about convertibility’! is a negative illustration of the opiate 
influence of the new monetary policy. 


For my part I should feel less apprehensive of the new ° policy ’ if there 
was not such extraordinary divergence of views as to mechanism and objec- 
tive (as indeed this Symposium may reveal). First about mechanism. I 
cannot believe that it is prudent to place reliance on views the formulation 
and expression of which are so much subject to mystique. And it is not even 
an accepted corpus of traditional mystique. Not that tradition does not play a 
part. While it is interesting that Mr. Johnson and Mr. Kennedy scarcely 
find it necessary to mention that the volume of bank credit, or the volume of 
money, is still sometimes supposed to have a direct influence, on more or less 
quantity-theory lines, the Chancellor of the Exchequer, in his Budget 
statement, said that ‘one of the surest ways of making sterling stronger is 
to make it scarcer’. Lord Balfour of Burleigh, presiding at the last annual 
general meeting of Lloyd’s Bank, said that ‘ since balances held on current 
account or deposit account with the banks are by far the most important 
form of spending power . . . bank deposits have been excessive . . . When 
costs and prices are rising fast it is impossible, with the best will in the world, 
to prevent an expansion in the money total of advances if legitimate trade is 
not to be hampered . . . It follows that if deposits were to be reduced, this 
could only be made possible by a more than equivalent reduction in other 
bank assets.’ But the view that there is some sleight of hand by which the 
hampering of legitimate trade can be avoided is perhaps old-fashioned. 
It is commonly recognised that somebody has got ‘ to get hurt.’2. And Mr. 
Johnson and Mr. Kennedy are clearly right in taking the view that in the 
minds of the authorities it is a curtailment of bank advances rather than of the 
total of bank assets which is aimed at. (But in fact over the last twelve 
months it is the latter which has been reduced and not the former, and there 
is a good deal more clearing up to be done about the relationship between 
these two objectives.) 

The significance of the volume of bank advances depends on the degree of 
imperfection of the capital market. That is a factual, quasi-quantitative, 
issue, of which one sees extraordinarily little discussion. To what extent, and 
at how little extra cost to himself (though many would deny the importance 
of this subsidiary question), can a business man who is denied a bank loan 
secure finance out of his own liquid resources or from alternative outside 
sources ? How much new investment is at any stage financed by bank 
loans (and—a related question—what is the average period of repayment of 


? As described by Mr. Douglas Jay, H i i 
ir. y, Hansard, 17th March, col. 1936. It is particularl 
unfortunate that the idea of instabilit i ionshi ithi ter 
Beige fowiarea by tack eo ae ity of trading relationships within the sterling area 
* The phrase which was the key-note of the Economist’s adv isi ion i 
: e 2 ocacy of disinflation in 
their eee tion article on ‘ The Programme ’ (November 3rd, 1951,p. 1016). The sally 
controversial issue, on which the Economist has been taking a very consistent line, is how 
many people are to get hurt and how much. 
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bank loans ?) and how much of it is dependent on being so financed at any 
stage? An investigation on these lines would surely reveal a very small 
effect of a given curtailment of bank advances—apart from effects on the cost 
of finance, both from the banks themselves and from alternative sources. 
And such effect as there is is extremely arbitrary in its incidence—or rather 
it falls mainly on those businesses which have no liquid resources of their 
gwn and are not sufficiently established to be able to raise funds on the 
market, including no doubt some efficient newcomers with bright ideas and 
initiative. (Many economists would confine the effect almost entirely to a 
reduction of stocks, the merits of which are discussed by Mr. Kennedy : an 
extraordinary lack of balance, this time in the distribution of the residual 
stocks, must here again be faced as a consequence.) 

It is perhaps dissatisfaction with the role of the rate of interest which has 
driven believers in monetary policy, now too sophisticated to fall back on a 
crude quantity-theory approach, to make the volume of bank advances the 
independent causal factor. Mr. Johnson appears to be unmoved by the 
Chancellor’s reference, which he quotes, to a ‘ rise to a comparatively high 
level of money rates . . . an essential part of our campaign to fortify the 
currency ’. Mr. Kennedy is readier to discuss the effects of higher interest 
rates as such. But he is inclined to adhere to the findings in 1938 of the 
Oxford Economists’ Research Group. Mr. Oliver Lyttelton seems equally 
unwilling to be influenced by the ‘ change of fashion ’ to which Mr. Kennedy 
refers (or would be if he knew about it): ‘ Of course, it is true that in plan- 
ning extensions to an industrial plant, or, indeed, in planning any new 
enterprise, the mere rise in interest rates from 24 per cent. to 4 per cent. 
will not by itself deter the industrialist from putting up new buildings or 
buying plant and machinery.’! On the other hand, Sir Arthur Salter had said 
that the rise in the Bank rate would ‘ give us the benefit of a more realistic 
monetary policy, particularly from a closer appreciation by everybody of 
the vital question of costs and prices’ And the Banker lend the weight of 
their authority to the view that ‘ rates are now rising to levels that should 
afford a real deterrent’ and that ‘ the intentions of monetary policy’ will 
now be ‘ much less liable to be frustrated... by the ability of borrowers 
disappointed by the banks to secure finance elsewhere.’* 

So we are brought to the effects of the monetary policy on the prices and 
yields of stock-exchange securities, and to the importance of these effects. 
If they are important one would have expected that the Government would 
have a view as to what it was aiming at. But ‘it is far too early to see the 
effect of the increased Bank rate on the market and particularly on long-term 

1 Hansard, March 17th, col. 1953. Mr. Lyttelton went on to explain the disinflationary 
effect of a rise in the Bank rate : it is ‘ a sign that lots of other people will have to pay more 
interest on their projects and that their consumption of a large range of marginal things will 
be reduced.’ Perhaps he belongs to the ‘ psychological school ’, to Mr. Kennedy’s treatment 
of which as a basis for the view that monetary policy is a wonderfully flexible, discriminat- 
ing instrument I have nothing to add at this time. 


2 Hansard, 12th March, col. 1499. 
3 April 1952, p. 199. 
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rates’, announced the Chancellor of the Exchequer in his closing speech 
in the Budget Debate.1 Indeed, the tail wags the dog. Very relevant here 
is what Mr. Kennedy reminds us of about the large rise in the long-term 
gilt-edged rate which took place between the end of 1946 and the last General 
Election and the very small rise which has marked the second phase (with a 
Bank rate raised to 4 per cent) of the new monetary policy.” 

It is Mr. Kennedy’s ‘ dislocation of the new issue market’ to which I 
should attach prime (but not exaggerated) importance as an influence on 
investment. It is a matter not so much of the prospective yields themselves 
on securities as of the high degree of market imperfection which sets in when 
markets are in the doldrums. But the doldrums, as accentuated since the 
time of the Budget, I should attribute far more than to the raising of Bank 
rate to the pessimistic utterances, perhaps unduly pessimistic, of the Chan- 
cellor of the Exchequer and other Ministers about the prospective state of 
world trade, and to the Excess Profits Levy, the direct effect of which on 
investment is in any case probably the more important. 

A word finally about objectives. There is a clear conflict between the 
Chancellor of the Exchequer, and perhaps with him most of the Government, 
who simply wants to ensure his.cuts in investment, and those who accept the 
view of the Economist® that if ‘ the monetary weapon .. . is to be employed 
for the . . . purpose of redressing the fundamental disequilibrium . . . , it will 
have to cut consumption as well. And it will not do that, to any perceptible 
extent, unless the credit screw is allowed to press upon the industries that 
are, or will be, in a position to release labour for more essential work’. The 
object of the Chancellor is to ‘ push some of the products of engineering into 
exports ’,* and it is absurd to describe his policy as the traditional monetary 
policy, at any rate in the form in which so far he has expressed it. 

On the folly of cutting this country’s industrial investment I would go 
even further than Mr. Kennedy (and further even than the business men who 
lament the effect of heavy taxation on industrial investment but nevertheless 
welcome the new monetary policy). Still worse would it be with monetary 
policy in its traditional role, restricting home investment by more than the 
improvement in the balance of payments, so as to bring about a reduction of 
incomes, employment and consumption.’ But it does not follow that a 
reduction of consumption brought about by other means—taxation, parti- 
cularly discriminatory indirect taxation, direct controls and actual shortage 
—would not be desirable as a means of avoiding the need for cutting home 


1 Hansard, 17th March, col. 2056. 


* On Budget day 24 per cent Consols closed at 603, on the 17th 
same price. (Between the two dates accrued interest, incl 
by about 0.14, net of income tax.) 

3 March 22nd, p. 743. 

4 Hansard, 17th March, col. 2053. 
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investment. Here again I agree very much with Mr. Kennedy. But if we are 
to be fair to the Chancellor we must remind ourselves of his statement that 
“no one wants to cut home investment if it can possibly be avoided. It 
would be much better to get more exports by increasing plant and machinery, 
but, having regard to the supplies of steel which are likely, we could not avoid 
the investment cuts.’! This question of steel is really the crux. The quantities 
involved are not really large. A good deal of steel is still retained at home in 
forms in which it makes little or no contribution to industrial efficiency. 
So long as steel really is scarce its use could be concentrated far more inten- 
sively at points where its conversion value is high—consumption of steel per 
man employed in the engineering industries varies enormously between one 
product and another. This would be largely a matter for direct controls, 
but to those who welcome the free operation of the pricing process it is not 
the rate of interest—which cannot discriminate between raw materials cost 
and labour cost—but the price of steel which calls out for further adjust- 
ment, particularly if Mr. Harrod is right that our exporters are still selling 
too cheap. In any case, the intense shortage of steel should be very 
short-lived. We should be able to produce more ourselves and we should 
be able to get all we can use from elsewhere. World production of steel 
in 1951 exceeded that of 1950 by 10 per cent—by more than the whole of the 
production of the United Kingdom, which was the only country in the world 
in which production declined. The solution of this problem (involving more 
coal, both for coking and for exchange for iron ore) is far more important 
than anything which monetary policy can achieve. Together with it and the 
cutting of consumption must go a far more courageous attack on the problem 
of rebuilding the manpower of the engineering industries, in such a way as to 
make the best possible use of slack in the consumer-goods industries : here 
the Notification of Vacancies of Order? could do a lot if it were backed by 
resolution. These are the problems—and others like them—which cry out 
for attention. At one time it looked as though the Conservative Phoenix, 
emerging from the ashes of the Socialist bonfire of controls, was going to 
develop into a handsome bird. But flabbiness has already set in—the effect 
mainly of an enervating diet of new monetary policy. 


King’s College, 
Cambridge. 


is sayd, 17th March, col. 2053. ‘ 

3 The resdage of which the Economist opposed on the grounds that ‘ the only effective 
policy is... to halt inflation and make non-essential producers unable to employ so many 
workers ’. (December 8th, p. 1385 ; see, however, December 15th, p. 1457). pik 

3 For a recent exposition by Mr. Harrod of this view see the District Bank Rev a , 
March 1952. By now it might, perhaps with advantage, be restricted to our engineert & 
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By D. H. ROBERTSON 


I 


I am glad to find some passages in Mr. Kénnedy’s paper with which I 
am able to agree. ag on 

(1) He shares the general view that the diversion of large quantities of 
capital goods from industrial investment to export 1s at best a most regret- 
table necessity, offering no long-run solution of our trading difficulties. This 
perception leads him to utter at two points some brave words about trans- 
ferring resources from consumption to investment industries. Yet one does 
not gather that he is of those who think that the Budget was not tough enough 
on consumption. On the contrary he seems to be suspicious of any use of 
disinflationary fiscal measures to influence the balance of payments; in any 
case he seems to be ready to throw up the disinflationary sponge at any sign 
of recession in the foreign demand for our exports. The balance of payments, 
it seems, can better be redressed by ‘ direct’ methods, z.e. presumably 
intensified import restrictions. (?plus a handsome gift from an admiring 
Congress). I cannot regard this as a helpful approach. 

(2) Contrary to what might be inferred from some passages of his article, 
Mr. Kennedy is really quite keen on saving the pound, and goes so far as to 
say that the success of the 4 per cent bank rate in restoring foreign confidence 
in sterling ‘ must be regarded as providing in itself the justification of the 
Government’s policy ’. This is in welcome contrast to Mr. Johnson, who is 
* prepared to hazard the opinion that this [7.e. foreign confidence in sterling] 
is an extremely risky matter on which to base policy’. Neither writer 
mentions the direct effect of an increase in short rates in discouraging excessive 
foreign short-term borrowing in London. 

Over the internal effects of the rise to 4 per cent, however, Mr. Kennedy 
shakes his head. His argument seems to fall into three parts, which I will 
summarise in inverted commas not to indicate verbal quotation but to mark 
off the summaries clearly from my comments thereon. 

(i) “ The direct effect of the further rise in short rates in discouraging 
lending and borrowing will be negligible.’ I believe this to be a mistaken 
view, agreeing rather with ‘The Banker’! that ‘ [advance] rates are now 
rising to levels that should afford a real deterrent’ and that ‘ the intentions 
of monetary policy exerted through the banking system will be much less 
liable to be frustrated, as to some extent they were being frustrated, by the 
ability of borrowers disappointed by the banks to secure finance elsewhere.’ 
(ii) “(a) The rise to 2} per cent had already dragged up the long rate by 
creating uncertainty, and the further rise to 4 per cent is not likely to exert 
much further pull on the long rate; anyway (b) the marked rise in the long 
rate since 1947 has been ineffective in deterring capital outlay’. I think 

1 April 1952, p. 199, 
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(a) is true; (b) raises an old bone of contention, which there is no space to 
worry at length. The way I should myself put the whole matter is that 
the upward drift of the long rate since 1947 has been a salutary movement 
which was robbed of its full effect by the misguided attempt, now at last 
largely abandoned, to erect wire fences between the different segments of the 
capital market. (iii) ‘ But a rise in bank rate is by no means ineffective; it 
works by causing a collapse of confidence, which a lowering of the rate in 
happier conditions will be powerless to reverse. It thus worsens the outlook 
for the needed reconditioning of British industry’. Once more one must 
give Mr. Kennedy credit for his concern over these longer-run problems. 
And it is always wise to re-affirm one’s recognition that conditions may arise 
under which one can take the industrial horse to the cheaper-money water 
without much power to make him drink. But that being said, I do not 
think that history warrants the view that, given fair treatment in taxation 
policy and freedom from punitive legislation or administration, a free 
enterprise system is so lacking in vitality as to be thrown into chronic dol- 
drums by the workings of a mobile bank rate. 

(3) Finally—for it will be seen that I have to catch at straws—I am happy 
to agree that the sensible action of the Government in submitting the Local 
Authorities to the discipline of interest rates has, like some other features 
of its policy, been partially stultified by the malign influence of certain 
imprudent electoral promises. 


II 


Mr. Johnson, after drawing what seems to me a rather hair-splitting 
methodological distinction, settles down to a lucid and useful narrative 
of the course of events from November to March. One may agree with him 
that not even the most ambitious econometrician could hope to disentangle 
statistically the relative parts played by old-style Crippsian directives and 
‘ new monetary policy ’ in the remarkable check to bank advances achieved 
between those dates; but one may venture to take a different view about 
the essentiality of the latter ingredient,—the little bit of something which the 
other directives had not got. One may wonder, too, whether, when we are a 
little further from these events, Mr. Johnson will think it as ‘ significant ’ 
as he now apparently does to emphasize the ‘ unorthodox s character of 
what was done in November. A once-for-all cleaning-up operation, necessary 
after a long period of disuse to enable the old methods of continuous control 
to work effectively, should not, I think, be represented, as it is by Mr. 
Johnson, as the adoption of a new method of continuous control. But I must 
press on to the point where Mr. Johnson passes from recording what was 
done to enlightening us about what should have been done. 

Mr. Johnson is a great builder of wire fences; he is prepared to run one 
up for you almost anywhere. In his penultimate paragraph he reveals that 
if he had been Chancellor he would have put one up round the advance rate, 
using the powers conferred by the Bank of England Act 1946 to prescribe 
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the absolute maximum of advances to be granted by each bank. Up to this 
point he has appeared to accept the need for a rise in advance rates, devoting 
his ingenuity to building a fence between them and the bill rates, or, if we 
prefer, between the commercial bill rate and the Treasury Bill rate. The 
method is quite simple; the banks, dragooned by the Bank of England, are 
to discover overnight that there is a convention obliging them'to keep a 
minimum of 40 per cent rather than 30 per cent of their deposits in liquid 
assets, or (if we are more ambitious) in liquid assets excluding commercial 
bills and loans against the same. I venture to think Mr. Johnson is building 
in a dream-world—I should myself say an evil-dream-world—in which the 
clearing banks are the only lenders, in which Englishmen are the only 
holders of Treasury Bills, and in which Government can use its police powers 
to interfere to an unlimited extent with the exercise of private judgement 
without thereby involving itself in a guarantee of the solvency of the whole 
system. It is not wise, I agree, to set confident limits to what any body of 
responsible Englishman can be induced to do in the public interest under 
leadership which they trust. But there is all the difference in the world, 
surely, between such a tidying-up of a convention believed to be in every- 
body’s true interest as occurred when the 8 per cent cash ratio was regular- 
ised and the imposition of a bogus convention in which nobody recognises an 
interest. 

Mr. Johnson’s remarkable erudition and ingenious mind will stand him 
in good stead when he becomes the first manager of Branch X of the Unified 
National Bank of the British (?or Canadian) Soviet Socialist Republic; and 
long, in that capacity, may be succeed in keeping his head intact upon his 
broad shoulders. But meanwhile I do not think his advice will be of much 
service to those who are seeking to reinvigorate, with due regard to the change 
in climate over the last twenty years, a wholly different system. 

Hubert Henderson had a word for it all, which I hope Messrs Kennedy 
and Johnson will forgive me for setting down at the end of this commentary. 
The word was ‘ silly-clever ’. 


Trinity College, 
Cambridge. 
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IV 
By J. R. Hicks. 


I do not propose to comment on the more technical parts of Mr. Johnson’s 
and Mr. Kennedy’s papers, but shall confine my remarks to a few rather 
general points. 

1. From the point of view of those economists who have championed 
the dominant policies of recent years—the use of public finance and direct 
controls as the sole Regulators of business activity—this is a sad moment. 
For the return to monetary policy is not a mere matter of the change of 
government; the fact that these developments in Britain are paralleled by 
similar developments in a large number of other countries shows that. We 
have to face the fact that the ‘new’ policies have not done all that was 
expected from them; it is because of the deficiencies of the new policies that 
it has been necessary to resurrect the old. 

Just what was it that went wrong with the ‘new’ policies? I do not 
myself think that the main trouble lay in the economic analysis behind them, 
for that has really stood up pretty well ; nor even on the high demands which 
were made on statistical prognosis, which has stood up fairly well in this 
country, at least so far; the real trouble was, it seems to me, political. But 
it was not the sort of political trouble which economists have any right to 
complain about; it was a trouble which they ought to have foreseen. 

Taxation, in a democratic country of western type, is always a central 
political issue; it is one of the things on which the political strains and 
pressures of the society are mainly focussed. Even if taxation is being delib- 
erately used as a Regulator, it is used for many other purposes as well. This 
means that it is bound to be exceptional for it to be used with the determin- 
ation and single-mindedness which are required if it is to be successfully 
employed as the main Regulator of business activity. We can certainly 
expect that Governments will pay more attention to the Regulatory function 
of taxation in the future than they used to do before the late war; in so far 
as they do so they will make the task of Regulation so much easier. But we 
cannot expect that this function will have at all times an over-riding priority. 
Some means of Regulation is therefore needed, which lies at least partially 
outside politics; some Regulator which can act at times when the political 
system is unable to act directly. We have to expect that there will be such 
times, either (as at present) through lack of a numerically effective majority; 
or because there are divisions in a numerically effective majority; or because 
the pursuit of other political objectives impedes proper attention to the 
Regulatory function. But we cannot have economic stability unless there 
is an expectation of some effective control at all times for which plans are 
being made; and such expectation a purely political control is unable to give. 

It is, of course, perfectly evident that no effective control is possible 
nowadays which lies entirely outside politics; the Government must always 
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take some responsibility for whatever control is used. But there are degrees 
of responsiLility. Every detail of a proposed change in taxation may require 
to be defended in Parliament; in the monetary field the executive has a much 
freer hand. In this connection it is surely no accident that the revived mone- 
tary policy has taken the particular form it has. it is easy to show, as Mr. 
Johnson has shown, that devices are conceivable which would have reimposed 
monetary control more effectively and at less cost. It is much more difficult 
to think of any such means which would not have required controversial 
legislation. If we suppose (as I think we must suppose) that the authorities 
were working within the restriction that there could be no legislation, our 
admiration for the technical skill which has done so much within this restric- 
tion is greatly increased. For the time being, it has proved possible to get a 
remarkable amount of elbow-room by the exercise of the traditional powers, 
and to get it at much less than ruinous cost. Much has therefore been done; 
but the question still remains : is it enough ? 

2. I shall not attempt to guess whether it is enough; but I should 
like to say one thing which has a bearing on the answer. I believe that the 
normal way in which monetary measures react upon investment is through 
their effect on the expectations of business men—not, as has been said, by 
causing uncertainty, but by causing a particular kind of certainty. It seems 
to me to have been made clear by the empirical studies referred to that 
traditional theory exaggerated the direct effect of the rate of interest on 
investment plans; but it is not inconsistent with this to hold that there may be 
indirect effects of the greatest importance. For even if it is true that business 
men are usually in a state of mind such that they do not mind very much 
whether Bank Rate is at 2 per cent or 4 per cent, it remains hard to believe 
that there would not be some level of Bank Rate (whether it is 10 per cent or 
20 per cent does not matter) which, if its consequences on the interest 
structure were carried through in the normal way, would bring their invest- 
ment plans, at least for the time being, to a stop. And, once that is admitted, 
there would be no need for Bank Rate ever to rise to such catastrophic levels. 
All that the Bank has to do is to show its willingness and ability to go just 
so far as is necessary. In ordinary times an occasional reminder of this 
reserve power is all that is needed. 

Once it is possible to rely upon this reserve power, expectations of con- 
tinually rising prices (which will float off almost any venture, however 
extravagantly conceived) become impossible. It is this impossibility, much 
more than the actual rate of interest charged, which limits the volume of 
investment which people feel inclined to undertake. As a result of twelve 
years of war finance (for it is the methods of war finance which we have 
used all this time) this particular kind of confidence is no longer with us. 
Monetary policy will not be effective until it restores that confidence; the 
question is how far it will have to go in order to do so. The answer, I should 
suppose, does not run in terms of so much per cent; as much depends upon 
the way in which particular measures are taken as on the nature of the 


COMMENTS 159 


measures themselves. Can a nationalised Bank convince the world that it 
possesses the necessary power ? Even a steep rise in rates might fail to do so, 
but it could be done without a steep rise in rates, and if so it would be very 
much better. 

3- Another matter which greatly affects the feasibility of using the 

-monetary brake is the size of the sectors of the economy to which that brake 
can be applied. These sectors are two in number; one consists of the part of 
investment which is not specially protected by Government, and the other 
is the part of ‘ consumption ’ which consists of consumers’ durables purchased 
on credit. The reason why monetary control is useless in war-time is that 
inflation is not avoided even when these sectors are reduced to vanishing 
point. It may well be said that this condition still operated for some time 
after the war, since the sectors in question were still at an irreducible mini- 
mum. I do not think that is any longer true. But it remains true that the 
fields to which the monetary check can be applied are uncomfortably narrow. 
It is not that investment as a whole is so small; the difficulty is that govern- 
ment-protected investment has become so large. It is not easy to see how 
investment in the nationalised industries (for instance) can be effectively 
controlled by monetary means; so long as such investment escapes control, 
the pressure on other investment (some of which may be socially more 
important) may have to be unduly heavy. 

Economists have come to rely very greatly upon the possibility of expand- 
ing public investment (including all of what I have called government- 
protected investment) as our main guarantee against depression. Nothing 
that has happened has made it any less necessary to hang on to that life-line. 
But we have to accept the lesson of experience—that politicians, on learning 
that it may sometimes be a good thing to expand public investment, will seek 
to expand it at all times, not only at the right times. The discovery of some 
more effective means of regulating public investment (in both directions) is 
indeed one of our greatest needs. The obstacles in the way are very great; 
but ways ought to be discoverable by which democratic governments could 
do the job a little better than they do it at present. 


All Souls College, 
Oxford. 
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V 
By 'T. BALoGH 


The present note is confined to the argument that changes in the rate of 
interest will select the most urgent of potential investment projects available, 
and thus ensure maximum progress. A return to the free market mechanism 
in this particular field would, in this view, not merely ensure balance between 
investment decisions and the desire to save, but would do so less arbitrarily 
and more smoothly than the alternative method of direct quantitative 
limitation, and qualitative selection of investments.’ 

I shall put forward the opposite view that a return to monetary policy as a 
principal weapon for securing economic balance will not have these desirable 
effects. In the first place it is unlikely that an increase in the rates of interest 
will cut investment (7.e. the demand for capital) optimally. The rate of interest 
does not play an appreciable part in the calculation of most enterprises, even 
on the margin; in those fields, however, in which it does play a sufficiently 
important role, direct quantitative control of the rate of investment will 
secure equally satisfactory results without involving the harmful secondary 
repercussions of (short-term) fluctuations in the rate of interest. 

This is not to deny the effectiveness of monetary policy in restraining 
investment (though not necessarily also the reverse). Rises in the rate of 
interest have in the past been effective in cutting even the former, interest 
inelastic type of investment. My point is that monetary policy does not work 
by selecting investment optimally, thus ensuring maximum progress. It 
works by creating additional uncertainty both about the prospective yield of 
investment and the possibility of obtaining finance. These doubts need not 
be rational. It is sufficient that they should be widely held. 

This view has lately received some support in a ‘ separate note’ by Mr. 
J. W. Clark, one of the U.S. President’s Economic Advisers, appended to the 
Annual Economic Review of the Council of Economic Advisers. Comment- 
ing on recent U.S. experience, Mr. Clark writes : 

“Early in 1950, the Douglas Committee regretfully commented that 

‘Our monetary history gives little indication as to how effectively we can 
expect appropriate and vigorous monetary policies to promote stability for we 
have never really tried them.’ This is not quite accurate. Monetary policy was 
used vigorously in 1920, and the resulting ‘ stabilization’ was a disaster the 
farmers have not yet forgotten. It was used again in 1928-29, and of that episode 


the British expert, Hawtrey, has said, ‘ The dear money policy accomplished its 
purpose in the end. It stopped speculation by stopping prosperity. ...’ 


‘ We are now able to study efforts to establish the stabilization value of 
monetary policy in our greater economy . . .’ ; 

‘An increase of one-third in the basic commercial interest rates of larger 
banks, leading to general increases in other bank interest rates, was hailed as 


* Prof. D. H. Robertson ‘ What has happened to the Rate of Interest’. Three Banks 
Review, March 1949, and ‘Comments on Mr. Johnson’s notes (on ‘Some Cambridge 
controversies in Monetary Theory’), Review of Economic Studies, 1951-52, No. 49 
(esp. p. 109) ; also Prof. A. Lewis, Principles of Economic Planning. 
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a valuable contribution to economic stability. All other business men are 


criticised when they exploit a situation by raising their prices by a much smaller 
percentage...’ 

‘When restraint must be imposed elsewhere upon the freedom of decision 
the Nation imposes positive control, as in forcing young men into military 
service, in limiting the production of General Motors, and in fixing prices. To 
limit the expanding activity of banks, we are offering them larger profits upon the 
existing level of loans ...’ 

‘ The Government is spending large sums to assemble and distribute business 
irformation in order that businessmen may reduce to the minimum their un- 
certainties about the trend of the economy and may plan more confidently. 
Monetary policy is being based upon the principle that the financial world must 
be kept in great uncertainty about future interest rates and the availability of 
credit...) 

“If these miscarriages were the unavoidable result of a monetary policy 
which is a successful instrument to stabilize the economy, they might be accepted. 
I do not believe that monetary policy can be successfully used for that (stabiliz- 
ation) purpose in the kind of economy and institutions which we now have. In 
recent actions that policy has had utterly perverse consequences.’ 


It is unlikely that in Britain, where the extent of readjustment and its 
required speed is much greater, and where available reserves and resources 
are much smaller, the policy of ‘dear’ money will prove more subtle or 
beneficial. 


THE RATE OF INTEREST AND INVESTMENT 


A rise of the rate of interest will, it is said, select optimum investment 
projects by automatically transferring resources from ‘ longer’ to ‘ shorter’ 
processes when total investment is cut. This implies that the level of the 
rate of interest is the main determinant of the relation of the cost of invest- 
ment to future returns. If the effective life of an investment is long (say 40 
years or over, so that amortisation plays a small part in the calculations), and 
if uncertainty about the yield is small (i.e. obsolescence of the plant or 
changes in demand are not feared) this might well be so. Apart from two 
types of investment—housing and public utilities—to which we shall return, 
this is unlikely to be the case. The majority of entrepreneurs interviewed by a 
group of Oxford economists before the war had no doubt about the relative 
importance of the various factors determining investment. ‘They stated that 
the rate of interest played no part, or only a subordinate one, in their decisions. 
This conclusion has been strongly supported by far more extensive investiga- 
tions recently undertaken in the United States. Among these the enquiry 
of the Economic Survey Department of the McGraw Hill Company,‘ On the 
business needs for new plant and equipment 1949-50,’ was the most extensive 
and significant. It covered a large cross section of U.S. industry—about 
60 per cent of the more capital intensive industries. Its conclusions can be 
summed up as follows : 

‘Three out of four manufacturing companies expect new equipment to 
pay back its cost in five years or less. (My italics). A third of the companies 
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say three years or less. Metal-working companies are even stricter : almost 
go per cent of them insist that new equipment pay off in five years or less. 
A recent survey on a similar question by the Machinery and Allied Products 
Institute reports virtually the same results for capital goods industries. 
‘ Similar standards are set for new buildings. Four companies out of five 
think a building should pay for itself in 15 years or less. More than 60 per 
cent insist that new construction pays off in 10 years.’ 
The results according to industries were as follows :— 


TABLE I 


Amortization periods in U.S. industry 


———$—$—<—_—$—$—$—$———————— 


Percentage of Companies saying : 


2 years 3 years 5 years 70 years 

or less or less or less or less 
Steel Abe ae Re Bot 0 0 80 100 
Petroleum aoe bot Se 0 0 50 100 
Electrical Machinery... Bac 11 44 89 100 
Chemicals Bee ase i 10 20 60 100 
Autos 29 57 72 86 
Machinery. 13 38 85 100 
Food 508 ae ae tern 5 U 27 67 100 
Transportation Equipment... 0 29 100 100 
Textiles... a = ne 7 36 57 100 
Coal Mining a0 “66 aes 20 35 65 95 


Source: McGraw Hill Company, Economic Survey Department. 


These facts suggest that variations in the rate of interest can hardly have 
appreciable effects on the selection of investment projects.1 As Mr. Kennedy 
points out cogently in his introductory survey, the very rapid and substantial 
rise in the British long term rate of interest after 1946-7 seems to have had 
no effect on investment. 

A special case, however, is represented by residential building and public 
utility investment (especially under conditions of statutory monopoly). In 
these fields the fear of obsolescence and uncertainty about the future 
tyend of demand, at any rate at present, are probably not the dominant 
factors influencing investment decisions. Thus in these important fields 
of investment (constituting some 50 per cent of the total in this country 
and 40 per cent in the U.S.) variations in the rate of interest might well be 
effective. But even here the inelasticity of demand which is responsible for 
the absence of uncertainty will weaken the influence of changes in the rate of 
interest, and measures restoring elasticity, e.g. drastic deflation, would over- 
whelm the subtler effects of the rate of interest, and render these fields 
similar to investment in other industries. In any case in both fields invest- 
ment can be effectively limited without varying the rate of interest. 


/ 


1 Cf. the interesting article by Prof. Shackle ‘ Interest rates and the rate of i > 
Economic Journal, March 19. a6 8 119. e rate of investment. 
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‘THE WELFARE IMPLICATIONS OF THE Modus Operandi or MonETARY POLICY 


The explanation of the effectiveness of changes in the rate of interest 
cannot in general be found in its importance as a cost element in entre- 
preneurial decisions. The interest elasticity of investment. even of long 
term and relatively risk-free ventures has proven to be small—so long as 
optimistic expectations are maintained. 

Monetary policy in the past has operated mainly by inducing a change 
in these optimistic expectations, and, in the more narrow field of the capital 
market, by creating difficulties in the way of finance—directly through cur- 
tailment of bank-credit and indirectly through the unwillingness of capital 
markets to absorb new issues. To some extent the change in expectations 
arose from previous experience of the technical effects of monetary policy 
on the demand and supply of investible funds, i.e. it was ‘ rational’. But 
widespread conviction that credit restriction would cause contraction would 
justify a change towards pessimism even if the extent of the rise of the 
rate of interest was, by itself, ‘ rationally’ insufficient to bring about con- 
traction. Monetary changes themselves react on profit expectations and thus 
on the ‘ equilibrium rate ’ of interest. 

Neither of these effects of a change in monetary policy, however, is com- 
patible with the claim that the rate of interest can smoothly and correctly 
discern between potential investment projects according to their social 
urgency. This claim would be true, if, and only if, individual entrepreneurs 
reacted identically to changes in psychological atmosphere, or, in other words, 
if monetary policy really did discriminate on the basis of social urgency and 
not according to the temperament of individual entrepreneurs. One might 
still of course defend monetary policy if it could be shown that other types 
of measure could not be more successful in inducing entrepreneurs to act 
less haphazardly. 

Moreover the effects of changes in interest rates would have to be strictly 
confined to increasing the cost of ‘ distant’ output and no secondary cumu- 
lative movements must arise. Then again there would be a case for monetary 
policy if it could be shown that entrepreneurs have as good a knowledge, not 
merely of the immediate prospects for their own business, but also of the 
secondary repercussions of their decisions, than the Government, with its 
superior intelligence service. But there is no presumption even in favour of 
this more modest view that the best possible anticipations of individuals 
will give better results than the decisions of the ‘ authorities’, or that an 
increase in riskiness will discourage just the sort of projects which ought to be 
discouraged. 

In the first place it is mainly through a psychological shock that variations 
in the rate of interest operate. Monetary policy is virtually obliged to overdo 
this shock, for if it is not successful at once, subsequent remedial action would 
be much more difficult, if not altogether impossible, since people would 
remain unmoved. Thus its application is likely to induce cumulative move- 
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ments. Speculative anticipations are likely to carry the system unnecessarily 
far.1 Entrepreneurs acting under the impulse of monetary policy are there- 
fore not likely to have even the best possible knowledge of relevant facts. 

Secondly, direct measures to limit and select investment, however far 
from perfect, will be more likely to prevent social waste caused by avoidable 
unemployment. Resources are not perfectly mobile and a general, non- 
discriminating measure, large enough to free the factors of production 
needed elsewhere (e.g. exports, or rearmament) will also ‘ free’ resources 
which will not be taken up elsewhere but will simply remain unemployed. 
This further increases the needless disturbance elsewhere of an economy 
already disorganised by the psychological shock. 

A policy which maintained demand, and thus investment schedules 
above full employment level, and then controlled actual projects by direct 
licensing might have superior effects socially. All entrepreneurs would remain 
eager to venture and those could be eliminated whose contribution is 
regarded as least essential. In this choice the rate of return would have to be 
taken into account but only as one of several considerations (among the others 
being, for example, the specificity of the factors employed). 

There are two further more general considerations which lend further 
support to this view. 

(a) In the first place capital markets and the financial sphere in general 
have their own imperfections. Firms do not start in each production period 
‘ from scratch ’ and their investment plans are not judged solely on the basis 
of net yields. 

The demand for funds is not restricted solely by varying the price (interest) 
but through rationing, both of bank-credit and of new issues. Firms do 
not have equal access to credit for capital irrespective of their size, own 
capital structure, and past history. Large firms can obtain funds either 
through new issues or bank-credit when smaller or new ones though more 
productive are wholly debarred. It is the small and new firms which will 
suffer however great their potential contribution to national output. But 
even among firms of comparable status the selectivity of monetary measures 
will be haphazard: some will have just completed a large issue of capital, 
others might have kept their reserves in liquid form, yet others in longer 
term gilt edged securities. It is on these accidents of financial routine (or 
perhaps on financial acumen, which is socially equally irrelevant) that the 
‘ selection ’ of investment will be made to depend . 

(6) Finally, monetary demand itself (including that based on bank credit) 
does not necessarily reflect social urgency. Only a complicated and unattain- 
able system of capital levies, taxes and subsidies could make it so. Moreover 


* Indeed even in a ‘ static ’ model an increase in the rate of int 
nde¢ é erest can only work b 
ere investment below the maximum physical possible, i.e. by causing dase ayn 
On y then could an absolute discouragement of all (i.e. both short and long term) investment 
result in an actual expansion of its ‘ short’ component. But in reality these ‘ relative ’ 


movements are sw amped by the violence of th 
€ e€ cumulative monetar y Tocesse: eedin 1 
p Ss f d g ou 
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if monopoly distorts the system the rate of interest would not choose the 
‘ right ’ projects. 

To conclude, therefore, the question whether a ‘ flexible’ interest rate 
policy will produce better results than a discriminating administrative 
regulation of investment, involves judgments of great complexity. If my 
argument is correct that orthodox monetary policy worked in the past more 
through its psychological influence on expectations than through rational 
cost calcu.ations, there is very little left in the argument that monetary 
policy will bring about ‘ optimal’ investment. This still leaves us with the 
question whether an admittedly ‘ imperfect’ monetary policy might not be 
superior to administrative regulation of investment. In my opinion, not 
merely would monetary policy be less certain to bring about the changes 
required in the present economic situation, but it would also involve much 
greater social inequality, and also greater unemployment, than direct control 
of investment. Of course, direct controls are restrictive and do not always 
work smoothly. The choice of method involves a political judgment of 
where the shoe should pinch. 


Balliol College, 
Oxford. 
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By R. F. Harrop 


I have been asked to comment on two papers, one by Mr. Johnson and 
one by Mr. Kennedy. The former provoked my admiration for its masterly 
lucidity in the narration of a complex development. The concluding para- 
graphs are somewhat sceptical, containing criticisms of what has been done 
and alternative proposals. I judge that the criticisms and proposals deserve 
serious consideration, but should not receive final endorsement in the absence 
of detailed testimony by the technicians. 

As I proceeded with Mr. Kennedy’s most interesting paper, I became 
conscious of an undercurrent of disagreement, in regard to his diagnosis 
of the general situation. It may be most useful if I employ the space 
available by stating as clearly as I can the grounds of this disagreement. 
One’s assessment of the value of the recent monetary policy, which 
is the specific question before us, must be strongly affected by whether 
one holds that the prime remedy on the domestic front should be an 
immediate curtailment of the volume of investment. If one holds that, then 
one has an a priori inclination to favour the monetary policy. One may indeed 
think, as I do, that monetary policy is not likely to be enough by itself to 
achieve the task. None the less theory insists that it can make some con- 
tribution and reports suggest that it is in fact making a sizeable one. Mr. 
Kennedy rightly warns that we must be vigilant to ensure that monetary 
policy does not entail too large an increase in the National Debt charge and 
that it does not have an adverse long-run effect—he stresses the feeling of 
insecurity in particular—on the propensity to invest, since, at a later stage, 

‘we may want investment to have the utmost encouragement. Unfortunately 
some risks have to be taken; I am not convinced by Mr. Kennedy that the 
measures so far adopted are open to criticism in these respects by comparison 
with alternative possibilities. 

The rise of interest rates has been criticised on the ground that, while 
being an evil in itself, it has not been strong enough to enable qualitative 
discrimination by lenders to be dispensed with. It is implied that we have 
what is called an ‘ illogical’ compromise, which gets the worst of both 
worlds. Yet it may be that it is a very sensible compromise. To push the 
rates so high that their deterrent effect on borrowers alone sufficed to curb 
borrowing by the required amount might entail those dangers against 
which Mr. Kennedy warns; some qualitative discrimination must be kept in 
existence, anyhow for the time being. It does not follow that the rise in 
interest could have been dispensed with altogether. It may be the case that a 
moderate margin can by priorities and qualitative discrimination be main- 
tained between the marginal offer price of borrowers and the market rate of 
interest without provoking serious disorder, but that, if the authorities tried 
to make the margin too wide, evasions and round-about methods would 
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be developed on a big scale. The problem requires wise and delicate 
handling. We shall not be willing to pass a favourable verdict on the authori- 
ties in this respect in anticipation of the out-turn of events; but we should not 
be too precipitate in passing an unfavourable verdict either. 

Further by way of preliminary, I must add that it seems unlikely that we 
shall succeed in getting an orderly adjustment on the home front by any 
method whatever, if our economy is exposed to the effects of violent oscilla- 
tions in the drawings on non-resident sterling balances. If this is so, a pre- 
requisite for the successful outcome of the new policy requires a settlement 
on the external side also, which should take the form (a) of the closer co- 
ordination of sterling area policy and (b) sterling convertibility. 

I now turn to my central theme. Mr. Kennedy challenges the policy of 
placing prime emphasis on the reduction in inyestment in two ways. 1. He 
holds that internal disinflation cannot dispense us from ‘ direct measures for 
reducing the foreign trade deficit, and particularly that with the dollar area.’ 
2. He thinks the reduction in investment should be temporary only and wishes 
us to transfer resources from the consumption goods industries as quickly as 
tay be. 

Before tackling these points in order, I would make another digression. 
Mr. Kennedy’s emphasis on exports to the dollar area may be misleading. 
According to Cmd. 8505 the average annual direct deficit of the U.K. with 
the dollar area in the three and a half years 1948—mid-1951 was only £225 
million. There was an unfortunate upsurge of dollar imports, visible and 
(net) invisible, in the second half of 1951. I doubt if the figure of £226 million 
is seriously wrong for a long-period equilibrium with a possibility of multi- 
lateral settlement. Surely no one would seek to have us in bilateral balance 
with the dollar area. I would be prepared to grant that it might be desirable 
to raise our exports to that area by some {50 million or £70 million (at current 
prices). But this is a rather small order figure in relation to a national income 
of about £12,000 million. It may be very difficult to get those extra exports, 
and it may well be that government intervention, both at home and abroad, 
could be of assistance. But this problem has not much relevance to central 
planning for the allocation of our productive resources among the main 
categories of occupation. 

1. Of Mr. Kennedy’s two points referred to above, the former concerns 
method, the latter objective. Given a certain level of production, and assum- 
ing no new foreign aid, an increase of exports and/or decrease of imports 
implies a decrease of domestic investment and/or consumption. Mr. Kennedy 
appears to hold that direct action upon imports and exports should play an 
important part in bringing about this double result. I hold, on the contrary, 
that the main method should be direct action upon the level of investment 
and/or consumption, leaving the external balance to right itself by conse- 
quence, though not dogmatically excluding minor trimming operations upon 
the external balance. 

I know of no method of direct action upon exports, save by foreign 
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exchange rate manipulation. We could get an increase of exports by restrict- 
ing home demand, whether overall or selectively, both a once-over one by 
shortening delivery dates and a permanent one by picking up the continuing 
stream of orders that we are now losing by offering unacceptable delivery 
dates. This, however, would not be direct action upon exports, but action 
by thinning home demand. 

I agree with Mr. Kennedy in ruling out devaluation in the near future. 
But Mr. Kennedy is weak on the devaluation issue, referring to the possi- 
bility of one at a later date. At present, by purchasing power parity, sterling 
is undervalued externally, and I judge that, failing upward revaluation, 
adjustment will come by a continued rise in internal costs and prices, which 
is now proceeding. To postulate that devaluation may be desirable later is 
to imply that this internal upward movement will be overdone; I think that 
we can place more reliance on the British restraint in that regard, which has 
served us well in the last seven years. 

But perhaps Mr. Kennedy implies that devaluation would only be desir- 
able in the event of a large world slump. Even in that case we should only 
contemplate it, if all plans for international co-operation were dissolved in 
bankruptcy. Devaluation is unneighbourly in a time of general slump and 
it is the purpose of international planning to render unneighbourly action 
unnecessary. We must not rule out the possibility of a breakdown of the 
international plans and the consequent need for local devaluation, but it 
seems a pity to discourage non-resident sterling holders by harping upon an 
eventuality which we earnestly hope will not occur. 

_ By way of exception to my general attitude, I still hold that we could 
and should improve our balance of trade by some upward revaluation of 
sterling. Mr. Kennedy does not recommend this and it does not appear 
popular. 

Thus in effect direct action on the external balance is likely to mean direct 
action on imports. Mr. Kennedy has dealt sufficiently with import restrictions 
connected with the running down of stocks. For the rest import restriction 
involves an increase of internal inflationary pressure. This may eventuate 
in open inflation, the main effect of which is a curtailment of consumption; 
or it may eventuate in waiting lists, the main effect of which in peacetime is a 
curtailment of investment, the arms programme and exports. To the extent 
that exports are affected, the net effect on the external balance will be strongly 
adverse—the value of the exports being greater than their imported materials 
or components. In fine, the curtailment of imports produces a favourable 
effect on the balance to the extent that it causes an equivalent curtailment in 
consumption and/or investment through inflationary pressure. I submit 
that this is a bad procedure. This is not the place to rehearse the arguments 
against inflation as a method of equating aggregate supply to aggregate 
demand. It is surely correct that the main method for getting a balance 
should be to curtail consumption and/or investment internally, with a 
consequential effect on exports and imports, rather than to curtail imports 
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and let the devil take the hindmost in the internal struggle for the aggregate 
of goods in short supply. ‘The recent restrictions of imports should be 
regarded as first-aid measures only. (It is to be noted that this paragraph is 
subject to the condition, ‘ given a certain level of production,’ and therefore 
implies full employment. The matter is of course different if there is unem- 
ployment; in that case a restriction of imports can lead, not to a restriction of 
consumption and/or investment, but to an increase of domestic production.) 

2. I now come to the crucial issue of investment versus consumption, 


and must in this place summarise the arguments for curtailing investment 
tersely. 


I take first the short period. 

(i) There is a large unsatisfied foreign demand for investment goods, not 
for consumer goods. It is only a few months since I felt myself to be a voice 
in the wilderness in pleading that the Chancellor should not in his budget 
seek to oppress the consumer further. (This was not to exclude selective 
taxes or restrictions on consumer goods readily exportable). Now all the world 
agrees with me. Mr. Kennedy concedes the force of this argument, but 
pleads for a switch of productive resources away from consumer goods 
production. I agree that we should not allow an expansion of consumption 
too readily, until it is clear that the maximum possible switch to arms pro- 
duction is under way; the question of a switch to investment I must leave for 
the long-period argument. 

(ii) Quite apart from the question of the specific character of the manu- 
facturing resources which could be released, as referred to in the last 
paragraph, the curtailment of consumption required to provide a given 
amount for exports (or arms) would have to be much greater than the curtail- 
ment of investment, and would entail correspondingly more disturbance. 
If investment outlay is cut by £100, then it should be possible to have 
an extra {100’s worth of capital goods available, subject to minor adaptations, 
for the export market. If consumption were cut by £100, we should be lucky 
to find as much as £30’s worth of goods ex-factory released. The counterpart 
of the reduced spending would largely take the form of “disguised unemploy- 
ment ’, shop assistants being less busy and cinemas less full. Mr. Kennedy 
might then resort to the heroic expedient of combing out the ‘tertiary ’ 
occupations and bringing the employees into ‘ secondary ’ industry. It can 
hardly be denied that this would be a more difficult operation than the 
switch from one form of manufacture to another. Here again long-period 
considerations are involved. 

(iii) Let us waive the difficulties referred to in (i) and (ii) above and suppose 
that by a wave of the wand the £100 consumer espenditure curtailed could be 
transmuted into {100’s worth of exportable capital goods. Now if these 
exportable goods had been made available by a reduction in the domestic 
demand for capital goods, the balance of trade would be improved by {roo. 
We may suppose that 30 per cent of the value of the exports consists of 
imported materials or components. These would be required whether the 
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goods were sold at home or abroad. But if the goods were made available 
by a reduction of consumption and if 70 per cent of the manufacturing per- 
sonnel were found by combing out the ‘tertiary’ occupations, then the 
requirement for imported materials or components would be much increased. 
Keeping our illustrative figures, we may suppose that the £100 of marginal 
consumption (including the consumption of ‘ tertiary ’ services) would only 
require 9 per cent of imported components; the exports would require the 
standard 30 per cent; therefore the net improvement in the balance of trade 
would only be £79. It would be less still if the increased buying of materials 
abroad turned the terms of trade against us. Furthermore in the short 
period this pulling out of resources from tertiary occupations into manu- 
facture would necessitate either an increased domestic supply of investment 
goods, in which case in the first year or two the £100’s worth of capital goods 
would not be available for export at all, or a corresponding increase in the 
importation of investment goods, in which case there would be no improve- 
ment in the balance of trade. It is surely clear that if extra exports can only 
be produced by getting 70 per cent of the personnel required to make them 
as new recruits to manufacturing industry, there would be no net gain in the 
balance of trade in the short period; but the short period is very important. 

Alternatively, of course, one might approach the matter in another way, 
namely by tolerating disguised unemployment in the tertiary occupations. 
This is no doubt how a curtailment of general consumption would work in 
practice—to the extent that it worked at all. Then it must be observed that 
to make {100 of goods available ex-factory for export, a curtailment in 
consumption of £333 would be required, or, to take figures of an appropriate 
order of magnitude, the choice would be between a curtailment of investment 
of, say, £250 million and a curtailment of consumption by £833 million (at 
current prices). To get such a curtailment of consumption, a still larger 
increase in taxation would be required, to offset diminished savings. 

(iv) Taxation is already too high. This matter is sometimes discussed too 
narrowly in terms of incentives, with the analogy of a donkey and carrot. 
It is rather a question of general morale and hopefulness. It is needful for 
the individual to be conscious of current improvement in his personal 
conditions and of the prospect of further improvement. It is seldom pos- 
sible for a man to continue to be full of resourcefulness, energy and enthu- 
siasm in his wrorking life, while being constantly frustrated in his private life. 
That was possible in the ordeal of war and for a period thereafter. But 
disappointment has continued for too long. Visitors to this country from both 
sides of the Atlantic testify to the feeling of a certain torpor and lack of vital 
urge in this country. It is not surprising. 

I turn to the longer period. 

I have no doubt that vast capital investments in Britain could be 
profitably undertaken in the long run. We should think in terms of raising 
the real standard of living by this and other means by 50 or 100 per cent in a 
generation. In connexion with the desirability of investment I should not 
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stress, with Mr. Kennedy, our competitive position abroad. Investment, 
to the extent that it increases efficiency, helps our competitive position by 
enabling us.to offer goods at lower prices; it would take many years of invest- 
ment to gain us as large an avantage in this regard as we got by a stroke of 
the pen through devaluation. Yet that did not serve us, because it was based 
on a wrong diagnosis. Lack of competitive efficiency has not been the root 
cause of our recent troubles. 

We should indeed strive continuously to increase our productive efficiency, 
the grand object being to raise the consumption of our people. Real wages 
should rise pari passu. Competitive efficiency can be maintained by money 
costs at home being reflected in a correct rate of foreign exchange, which is 
not necessarily the lowest that happens to come into the heads of black 
marketeers. 

The large progress at which we should aim should be achieved within the 
limits of solvency and will be impeded by crises due to insolvency. It would 
certainly be worth making some sacrifice in the pace of advance in invest- 
ment, if this were needed for the maintenance of solvency. 

A large curtailment in the present level of investment could, however, in 
theory be executed without any curtailment in the progress of efficiency at 
all, although in practice we may lack fine enough instruments for distinguish- 
ing between those investments which subserve progress and those which do 
not. Much investment has recently been devoted, not to ‘ deepening ’, but 
to “‘ widening ’ our capital structure. The latter, although it may have been 
needful, is not an instrument of progress. It is not a characteristic of progress 
that an ever larger proportion of employed manpower should be absorbed in 
manufacture; the evidence of history rather points the other way. 

It is interesting to observe that in the resettlement achieved by June 
1948, the ratio of those employed in manufacturing industry to 
total civilian employment (38 per cent) was very near the June 1939 
ratio (37.85 per cent) (Digest of Statistics—old series). Between June 
1948 and October 1951, the ratio rose from 37.3 per cent (new series?) to 38.7, 
and the ratio of those in manufacturing industry to the total working popula- 
tion rose from 35.4 per cent to 37 per cent. In absolute numbers the total 
working population increased by 586,000 (2.6 per cent) while those in manu- 
facturing industry actually rose by more—647,000 (8 per cent). Women were 
brought back to industry during this period; if the increase in the total 
working population had been proportionate to the increase in men only, it 
would only have been 322,000 (1.4 per cent). This is a better index for the 
trend of total working population. It is quite clear that the number in 
manufacturing industry will not continue to increase at nearly six 
times the rate at which the total working population is increasing. 
A large part of this freshly absorbed manpower—or its equivalent 
—must have been devoted to producing more exports, the export 
volume index standing at 125 (base 1947) in the second quarter 

1yviz., that running to January, 1952. 
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of 1948 compared with 175 in October, 1951. Such an increase in 
the volume of exports cannot be repeated. The acceleration principle has 
been at work. Stands have had to be provided for all these additional pro- 
ducers of exports. New stands have also been required for the producers of 
these additional producer goods and so on. 

We have in fact had a non-repeatable expansion in the volume of exports 
and in the numbers employed in manufacturing industry. We can thus 
safely contemplate, without any lasting injury to the body economic, a large 
reduction in the volume of ‘ widening’ investment. This reduction will not 
only serve the purpose of reducing inflationary pressure and restoring the 
balance of trade, but will also save us from the danger, common to boom 
periods, of building up what later proves to be excessive manufacturing 
capacity. It may happen that in the process of reducing the pace of widening, 
we must lose some deepening. The magnitude of the loss could not be great 
in relation to long-term requirements and if this is much the easiest method 
—perhaps the only method—of restoring solvency quickly, the net effect on 
progress over, say, the next five years is likely to be positive. 


Christ Church, 
Oxford. 


CONCLUSION 


By G. D. N. Worswick 


In preparing this Symposium I naturally anticipated divergencies of 
view, but what struck me most forcibly as I read the contributions was not 
merely the differences of opinion .on particular questions, but the extra- 
ordinary variety of issues raised by what seemed, when this Symposium 
was planned, a reasonably straightforward and manageable question. Conse- 
quently, a preliminary attempt to sort out the various issues may be of some 
use. 

In the two opening articles the question ‘ What is the objective of the 
new monetary policy ?’ is taken in two senses. In the first sense, the answer 
is: “To control bank credit’. Mr. Johnson deals with the question from this 
point of view. In its second sense the question might be reformulated : 
‘ Given certain objectives of economic policy, in particular to stop the drain 
on the gold and dollar reserves, to correct the balance of payments, and to 
release resources needed for rearmament, what is the contribution of the new 
monetary policy?’ Mr. Kennedy provides his answer. The COMMENTS 
by Professors Robertson and Hicks show that there is still a third sense in 
which the question might be taken. Professor Robertson talks of a ‘ once- 
for-all cleaning-up operation, necessary after a long period of disuse to enable 
the old methods of continuous control to work effectively ’, and of reinvigor- 
ating a free enterprise system.1 Professor Hicks argues that it is because 
the ‘ new’ policies of using public finance and direct controls to regulate 
business activity have been proved deficient that it has been necessary to 
‘resurrect the ‘ old ’ monetary policy. 

Professor Robertson’s main argument is not on the level of technique, 
namely : ‘ Will the new monetary policy, or any of Mr. Johnson’s proposals, 
actually bring about a reduction in bank advances ?’ nor is it at all directly 
concerned with the achievement of certain immediate objectives for the 
British economy. As it appears to me, it is an answer to the question in terms 
of the kind of economic system Professor Robertson thinks is desirable. 
He objects strongly to administrative controls, as such, and hints at a desire 
for a free enterprise system in which monetary policy would be, not merely 
one of a number of regulating devices, but the principal one. This position 
may, of course, be discussed on the second level, as it were, and as Professor 
Kahn does: in his COMMENT. But it clearly also involves a third level 
where the issues are largely political, or perhaps concerned with a particular 
‘ way of life’. Professor Hicks’s contribution might, also, be taken on the 
second level but for the particular reasons he gives to justify his argument. 
It is not so much, he argues, that fiscal policy and direct controls are intrin- 

1 Here I am freely interpreting Professor Robertson’s penultimate paragraph. Professor 
Robertson writes of a system ‘ wholly different ’ from a Soviet Socialist System, which, he 
suggests is what Mr. Johnson’s proposals would be lead to, though some, at least, of Mr. 


Johnson’s proposals seemed to me to be purely U.S. Federal Reserve System. Or is Professor 
Robertson’s point that there is not a great deal of difference ? 
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sically too weak for the jobs required of them, but that, especially with the 
present even balance of political parties, no Government will have’ the 
courage to apply them with sufficient strength. It is not that there is any- 
thing vague, or uncertain, about the ‘new’ policies. On the contrary, 
Professor Hicks argues that the objectives are very plain, so plain that those 
who expect to get hurt can immediately take up strong defensive positions. 
He seeks, therefore, a philosopher-king who can, within limits, by-pass 
Parliament, but he is not altogether sure that the Governor of the nationalised 
Bank of England quite fills the bill. 

This classification of the senses in which, or levels on which, one may 
answer the question: ‘ What are the objectives of monetary policy ?’ into 
(1) monetary technique, (2) economic strategy, and (3) political, is rough 
and ready.! None of the contributions is confined to any one level, though 
the proportion of the ingredients clearly varies. What is important is that 
all three kinds of question are involved. 

It is perhaps on the second level, of economic strategy, that the contri- 
butors come nearest to agreement, in one respect at any rate. Given that the 
objectives of policy, of correcting the balance of payments and of continuing 
rearmament, will almost certainly involve a reduction in resources available 
for the home ‘ civilian’ sector, where should the cuts come? All the con- 
tributors agree that any immediate expansion of exports can only be achieved 
by diverting engineering production from home industrial investment, but, 
with one dissentient voice, those who touch on this point also argue that it 
should only be temporary and that steps should be taken to expand engin- 
eering production, which in the end must mean fewer resources for con- 
sumer goods production. Mr. Harrod dissents on two grounds. He argues, 
firstly, that many resources employed in providng for ‘ consumption’ are 
specific. A ‘lobal’ reduction of consumers’ expenditure would release for 
exports only a fraction of the resources used in meeting consumers’ demand: 
the remainder would be under-employed (e.g. shop assistants conducting 
less trade) but not necessarily released. This is an important argument. But 
while Mr. Harrod draws one conclusion from it, it is possible to draw a quite 
different one, which underlies much of what Professor Kahn has to say about 
the use of selective administrative controls. Mr. Harrod’s second argument 
is that a ‘ large curtailment in the present level of investment could, however, 
in theory be obtained without any curtailment in the progress of efficiency 
at all.” Much investment of recent years, he argues, has been ‘ widening ’ 
the capacity of manufacturing industry to absorb additional workers in. 
employment: If investment were to go on at the present rate, it would merely 
create surplus capacity. ‘This argument provokes three questions : (1) Given 
that a theoretical distinction between ‘widening’ and ‘deepening’ investment 
is possible, have we any means of finding out how much of recent invest- 


? What I have called the ‘ political’ sense clearly involves two distinct t i 
i i : ar y ypes of question : 
A girth on is pang: concerned with political possibilities, which raise weeniois of 
value, but need not be primarily concerned with them. Professor Ro 
more concerned with values, set ae 8 
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ment has been of one kind rather than the other, given that in any practical 
instance a new machine frequently contains an element of both ? (2) Even 
if recent investment has been of the ‘ widening’ type, why should it goon? 
Why should business men instal yet more stands for export workers, if 
there are no additional workers in sight ? (3) If investment is to be curtailed 
how can one ensure that it is the ‘ widening’ type which is cut, while the 
deepening type is protected? Will higher interest rates do the trick (not, 
according to orthodox equilibrium theory), or ought one to use the selective 
administrative control of steel for the purpose ? 

Many of the issues which divide Mr. Harrod from the other contributors 
on this point are questions of fact, of the scale of different types of investment, 
of the location and transferability of particular resources, and of the reactions 
of business men to new situations. In principle, therefore, it seems that 
greater knowledge of our economic structure, and improvements in the 
techniques of economic and industrial accounting, ought to make it possible 
for economists to reach fairly close agreement on issues of this type. In 
practice, however, we have still a long way to go. Moreover, as Professor 
Paish rightly insists, if you propose to organise a considerable transfer of 
resources, you must come clean about your methods. Is he right in arguing 
that Mr. Kennedy’s policy necessarily means ‘ taking steps to intensify the 
depression in consumer trades still further in the hope that consequent 
unemployment will facilitate the recruitment of labour into the investment 
industries’ ? Here the political and value questions come back. Should we 
use ‘ global’, non-discriminating devices, whose general intention is clear, 
but whose exact impact cannot be precisely determined, or should we use 
direct administrative regulation, and if so, should we order workers about, or 
compel employers to start up new plants in places they would not choose for 
themselves, or to accept contracts they would prefer not to have ? 

According to the Economic Survey for 1g52 the raising of Bank Rate to 
4 per cent was intended ‘to be an essential part of the effort to fortify the 
currency and improve the balance of payments, and also to provide a further 
reminder of the need for caution and economy in our present circum- 
stances ’. Such expressions as ‘ fortify the currency’ are not very helpful, 
and Professor Kahn warns us of the dangers of formulating policies in terms 
of a traditional mystique when, as some of the contributors indicate, it is not 
at all certain what the tradition 1s. . 

Once we get away from mystique, however, and ask specific questions, 
e.g. ‘ Will raising the Bank Rate stop the drain of reserves, and if so, how ? H 
it seems to me that many of the differences between the contributors can, in 
principle, be reduced largely to matters of fact. But in practice this does 
not carry us very far since it is so extraordinarily difficult to isolate causal 
connexions in economics. In particular there is still an important difference 
of opinion as to how changes in the rates of interest work. Mr. Balogh argues, 
in the context of fixed capital investment, that the influence is vot via rational 
cost calculations of the traditional type of static equilibrium theory, but 
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operc‘es through the change in expectations of entrepreneurs. Professor 
Hicks supports this view, though he and Mr. Balogh draw opposite policy 
conclusions. Mr. Kennedy supports the psychological theory in his argu- 
ment that raising Bank rate has had a marked effect in stopping the drain on 
reserves, but Professor Robertson agues that cost factors are still important. 
There is a similar disagreement, or uncertainty, about the effects of a curtail- 
ment of bank advances upon the finance of businesses. 

In all these kinds of questions, of course, the answer may well be found 
after further empirical research. Meanwhile the element of personal judg- 
ment in explaining how the economic system works remains considerable. 
This is perhaps most noticeable in the assessment by different contributors 
of the effectiveness of direct controls. Quite apart from any improvement in 
the balance of payments, it does seem to me that some of the contributors 
(e.g. Professor Robertson in his comment on Mr. Kennedy’s ‘ direct’ 
controls) underestimate the extent to which the existing pattern of exports 
and imports is sustained by a variety of direct controls (e.g. exchange and 
import restrictions) and upon gentlemen’s agreements between Government 
and industry which are partly upheld by the possible sanctions of a direct 
control. Would manufacturers be quite so willing to go on directing a high 
proportion of their output to export, if there were no question that if they 
decided to cultivate the home market they would still get the raw materials 
they needed ? This is not simply a question of the merits of ‘ direct ’ methods: 
it also determines how much imports and exports would respond to non- 
discriminating changes in aggregate demand, brought about by fiscal or 
monetary means. 

But clearly I am running beyond my expressed intention of attempting 
to sort out the different kinds of question raised in this Symposium into 
a discussion of the questions themselves. 


Institute of Statistics, 
Oxford. 


